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Abstract 


Concern for the natural environment has not occupied a prominent role in accounting scholarship and practice. a 
This paper attempts to redress this omission by investigating the implications for accounting of placing the 


ESPRE 


environment at the centre of the analysis. The paper introduces the; principles of this “deep green” position and 
explores how accounting might articulate theni. Whilst there may be no place for what we currently consider 
to be conventional financial accounting in any “green utopia” the paper does attempt to operationalise, within a 
non-green world, certain of the principles of the green position. Emphasis is placed on an accounting’s potential 
for contribution to accountability and transparency in participative democracy, the potential for non-financial 
accounts of the biosphere and, perhaps most contentiously, the use of current accounting techniques. for the 


operationalisation of an accounting for sustainability. 


Attempts to reintroduce protection and care for 
the environment into our thinking and into our 
ways of doing things leads slowly but inevitably 
to radical reconsideration of current attitudes, 
structures, beliefs and modi operandi. The 


extent to which we might choose to “place the . 


environment at the centre of all things” (as the 
“deep greens” are increasingly accused of 
doing) will profoundly influence the impact of 
that reconsideration. However, even a pragmatic 
approach to survival (of the human species, of 
other species or of the planet) and to the 


sustainability of current human societies (as, for _ 


example, taken by the Brundtland Commission 
— United Nations, 1987) inexorably forces 
realisation that the roots of modern (especially 
Western) society are essentially incommensur- 
able both with continued survival and with any 


sets of values-other than those of (very) short- 
term (human and economic) self-interest. 

The extent of this realisation seems well 
illustrated by the host of apparently incompatible 
commentators, from a wide range of seemingly 
contradictory backgrounds, offering fundamen- 
tally similar, but subversive, concepts as ways of 
responding to the environmental crisis. When a` 
future king of England, the World Council of” 
Churches, ecological humanists (e.g. Furkiss, 
1974), the United Nations, holistic s<,-kers®f the 
Tao (e.g. Lovelock, 1982;. Dauncsy, 1988), 
conventional theologians (eł g Daly & Cobb, 
1990), and activists from the wane of thè 


os 


conventional political spectrum (€. g " Capra & 
Spetnak, 1984; Parkin, 1989) can broadly agree ~ 
‘about a root issue and about the elements of its 
correction, then perhaps observers such as 





Owen, Mike Power, Tony Tinker, Diane Walters, David Weston and TOES, colleagues at the Universities of E 
Heriot-Watt and Manchester, participants at ELASM Workshop 1990, BAA Conference 1991, IPA Conference 


anonymous referees for IPA and AOS. 
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. 
Robertson (e.g. 1978) are justified in suggesting 
that human society (especially in the developed 
world!) is in the process of experiencing a 
“paradigm shift”. 

“This paper is an attempt to explore one of the 
environmentally centred positions — that of the 
“deep greens” — and some of the implications it 
might have for forms of accounting.* The paper 
is motivated by three strands. Firstly, I am trying 
to extend the project of developing a social 
accounting that takes an accountability, com- 
munity and environment-centred approach 
= (Gray et al., 1987, 1988, 1991; Gray, 1990a, c, 
‘*"d), whilst trying to begin the process of 

responding to the radical critique of this project 

(see below). Secondly, the splendid generosity 

and vision of Arrington’s recent call for solidarity 

and his attempts to “... make those interested in 
public interest accounting feel good about their 
_ research ...” (Arrington, 1900, p. 5) empowers 
and encourages the pursuit of new possibilities 
“unfettered by the stifling and intellectually 
archaic methods of scholarship”. And whilst this 
is no excuse for poor scholarship it encourages 
the opening of different doors. Thirdly, the 
present intellectual climate now encourages 
openness about beliefs in green possibilities. 

The long-standing urgency of environmental 

issues (e.g. Gray, 1990d, chapter 2) has not 

overcome the considerable resistance there is to 
the concepts involved. This has tended to 
encourage the use of social accounting as the 

Trojas horse (although one which has not been 
“warmly welcomed into the gates of the citadel). 

Environmentalism can now rise from its position 
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as an “also” issue in social — and indeed in 
conventional —- accounting to a matter of 
central importance. This paper follows on from 
Gray (1990d) in trying to do this. 

Before introducing the structure of the paper, 
I believe it is necessary to briefly acknowledge 
one very pertinent and important tension in 
the accounting literature — one which pre- 
dominantly centres around the social accounting 
literature. This is the apparent, but probably 
unnecessary, tension between scholarly rigour 
and political action arising from scholarship. 
Despite the growing body of insightful analysis 
into the roles that accounting plays in organisa- 
tional and social activity, and the increasing 
number of calls for the investigation of new 
accountings, the researchers who have offered 
their hostages to fortune by way of concrete 
proposals for actual new forms of accounting 
remain few in number. It is, it would seem, 
difficult to translate radical insight into sugges- 
tions for action, not least, I suspect, because 
speculation and proposal in accounting rarely 
maintain the rigorous level of critical and 
analytical sophistication associated with scholarly 
activity. Tinker et al. (1991) and Roslender 
(1990) note the importance of the distinction 
that must be drawn between “intellectual” and 
“political” radicalism. That is, intellectually 
radical insights may very well clarify, liberate 
and enable and thus encourage new discourse 
and perceptions (and thus creations) of new 
“realities” but this is not the extent of the 
responsibility of the scholar. In the same way 
that “positivists” may be accused of implicitly 


1 “Developed world” is used here only because of the easy immediate referents which it connotes. I am conscious that it is a 
potentially pejorative term but the use of the preferred term “over-developed world” will raise too many other issues that, for 
reasons of practicability, have been excluded from this paper. Ethnocentricity is a danger that every commentator must face 
and whilst I have tried to limit it, I must apologise in advance for the inevitable occasions upon which it creeps through. 


z For more detail on the case for paradigm shift see Goldsmith (1988), Daly & Cobb (1990), Dauncey (1988), Robertson 


4978), Lovelock (1982). 


ne k 
3 Thé various shades of “green” are eloquently explored in Plant & Plant (1991). The “deep green” position employed in this 
paper must be distinguished from that of “deep ecology”, in that the former is anthropocentric whereas “deep ecology” is 
ecology-centred. That is, this paper places the environment at the centre of suman analysis but privileges human-kind, “deep 
ecology” attempts to place humankind on an equal footing with all species. For an especially good introduction to this and its 
implications in Sages see Maunders & Burritt (1991) and see also Dobson (1990). 
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taking on the bias of the status quo, it seems to 
follow that the “intellectual radical” takes on a 
dissatisfaction with the way things are. This 
suggests a desire for social change. But what 
social change? The “political radical” recognises 
that his or her project is one of seeking social 
change and that insight and debate — of 
subverting discourse — are not the only means 
of seeking this. Such scholars will seek various 
means to try and move agendas, etc., and, it 
seems to me, will propose “new ways of doing” 
that will also shift attitudes as well as shifting 
practice. 

The social accounting literature contains 
some of the more obvious examples of these 
issues. Projects for social change through 
accounting change of one sort or another are 
generally coupled with theoretical flaccidity 
resulting from (1) an implicit, or at least 
underspecified value and belief base; (2) a lack 
of rigorous development of the proposals from 
some scholastic framework; and (3) a failure to 
fully explicate social structures and tensions and 
thus, as a result, a failure to articulate (or at least 
hypothesise) the mechanisms of social change. 
These criticisms are splendidly highlighted by 
Tinker et al. (1991) and by Puxty (1986), and 
are accurately targeted at the whole social 
accounting project.“ This paper is an attempt to 
develop that project but tries to begin the 
process of taking these criticisms on board. 

The paper is structured as follows. The next 
section examines the failures of “conventional” 
economics (being the foundation of “conven- 
tional” accounting) with particular regard to its 
inability to encompass adequately environ- 
mental issues. The section which follows then 
focuses on the particular failure with regard to 
“externalities”. Next, a very brief critique of a 
“conventional” Marxian analysis suggests that an 
approach based in this thought would also fail to 
give sufficient prominence to the protection of 
the environment. The “deep green” position and 
the guiding principles of environmentalism are 
then outlined. Then the question of “how to get 
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there from here” is approached, first by exploring 
the sort of actions that are open to the accounting 
scholar and then by specifying a number of 
limitations inherent in the ensuing discussion. 
The two sections which: follow are attempts to 
move towards social action and explore, respec- 
tively, how accounting might contribute to 
accountability and transparency and how and 
why Cif at all) we might account for sustainability. 
The final section contains conclusions. 

The principal argument of the paper begins 
with an examination of conventional economics 
and it is to this that I now turn. 


LIMITATIONS OF TRADITIONAL 
ECONOMICS AND THE NEED FOR 
PARADIGM SHIFT 


It would seem that a major part of the process 
of radically re-thinking the world must begin 
from the role that economics has played in 
constructing our world, the ubiquity of that role, 
the effects of that role and the profound 
limitations which economists, in general, have 
failed to notice and/or to sufficiently clarify. This 
is critically the case when we are considering 
environmental issues and when we are con- 
sidering accounting. This is because our concep- 
tions of “environment”, the steady but rapid 
destruction of the biosphere, the manner of that 
destruction and the way in which accounting is 
implicated in this (Gray, 1990d) must all, I 
suggest, be laid firmly at the door of “modern 
conventional” economic thinking. We must, 
therefore, first identify the cage in which we 
place ourselves through economic thought, and 
then escape that cage if we are to adequately 
address either changes in accounting in general, 
and protection and enhancement of the environ- 
ment in particular (Gray, 1990f, see also 
Maunders & Burritt, 1991). 

The extent to which traditional economic 
thinking dominates our conceptualisation, lan- 
guage and explanation of the world (both the 


4 And, in particular, at the project of Gray et al. (1986, 1987, 1988, 1990b, 1991). 
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world as is and the world as can be) has been 
widely remarked upon. It would seem that the 
extent of this colonisation must not be under- 
estimated. Any reasoning in the world of 
economics, politics, sociology and environ- 
mentalism that fails to explicitly explore the 
influence of traditional economic thinking seems, 
by default, to adopt the limitations and assump- 
tions of traditional economics and all the 
baggage of the status quo, the world of business 
and the roles of organisations that currently 
pervade our world (Tinker et al., 1982, 1991). 
Perhaps this would not matter if traditional 
economic thought could be seen as principally 
benign to life and the planet, but there is an 
increasing amount of argument that suggests 
quite the opposite. 

“Economic theory presents the guiding prin- 
ciples of ‘doing business’ and the infrastructure 
of assumptions, values and beliefs that govern 
political and social behaviour” (Reilly & Kyj, 
1990, p. 691; see also Owen, 1990). It presents a 
construction of the world that profoundly 
influences attitudes to and behaviour towards 
that world (Smith, 1980). Economic theory thus 
helps construct the world (see Hines’, 1988, 
argument along the same lines for the role of 
accounting). It is founded in a faith about the 
world (McKee, 1986) — a faith that is maintained 
as implicit and unquestioned (McKee, 1986; 
Heilbroner, 1984; Tinker, 1984a, c; Boulding, 
1982; see also Hines, 1991a for exploration of 
the same phenomena in accounting ). The faith is 


_ founded upon a severe simplification and re- 


interpretation of the founding ideals of, especially, 
Adam ‘Smith and John Stuart Mill (Coker, 1990; 
Daly, 1980; Reilly & Kyj, 1990; Hardin, 1968; 
Held, 1987; Gray, 1989) and yet, as with 
any committed believer, the faith remains 
unexamined and is assumed to contain absolute 
truth (Schumacher, 1968). 

There are a number of highly significant 
characteristics of traditional economics? which 


seem irrefutably to be neither necessarily of 
unqualified desirability nor logically support- 
able as immutable truths. These can be briefly 
rehearsed (but see also Gorz, 1989; Daly & 
Cobb, 1990). There is no necessary intrinsic 
desirability in rational economic man (Gambling, 
1978; Reilly & Kyj, 1990). The exclusion of 
loyalty, compassion, altruism, sympathy, concern 
for others, etc., from any definition of human 
rationality could well exclude economics as 
having any pretensions to being a science of 
humanity (Reilly & Kyj, 1990; see also Armstrong, 
1991). Similarly, ethical issues remain implicit 
(as a simplistic utilitarian version of consequen- 
tialist value-reasoning) and thus persuade to a 
view of value-freedom which is unsustainable 
(McKee, 1986; Raines & Jung, 1986; Heilbroner, 
1984) and/or exclude other forms of moral 
reasoning from any analysis within an economics 
paradigm (Daly, 1980; Gray, 1990e; Turner & 
Pearce, 1990), Initial distributions of wealth, 
power and opportunity are ignored, “efficiency” 
comes to mean only a very specialised, and 
perhaps irrelevant, type of activity (Schumacher, 
1974) and, as Erlich & Erlich (1978) argue from 
Boulding, perhaps we do efficiently that which 
should not be done at all (see also Machin & 
Lowe, 1983). Economic growth is seen as self- 
evidently desirable when there is no real 
argument to support it being any such thing 
(Daly, 1980), whilst technology is presumed to 
be neutral and to arrive deus ex machina when 
this is precisely what it is not (Dickson, 
1974; Georgescu-Roegen, 1975). Furthermore, 
economic reasoning only achieves its consider- 
able power by grossly simplifying and reducing 
the world (Smith, 1980; Daly, 1980), and whilst 
there may be much to applaud in such an 
approach to modelling complex systems, it 
is the case that reductionism necessarily vio- 
lates structures (von Bertlanffy, 1956, 1971, 
1972) and can have little to say about the 
complex world from which it was extrapolated 


5 “Traditional” or “conventional” economics refers here to capitalist economics as opposed to (say) Islamic economics. 
Reference to neo-classical economics, which might be an easier term to use, usually stands accused of being a straw-person 


(e.g. Gray, 1990f). 
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(Tinker, 1984a, c; Silverman, 1970; Allen, 
1975). 

One could continue but that is not the 
purpose of this paper. The foregoing comments 
provide a backdrop to assumptions about the 
ubiquity and intellectual integrity of economic 
reasoning. There is much to beware of in 
economic reasoning and, without an explicit 
awareness, we may so easily find ourselves — 
especially in accounting, business and manage- 
ment subjects — falling back into the categories 
and assumptions of reductionist, traditional 
economics (Tinker et al., 1991; Tinker, 1984a, 
c). Thus the environmentalists’ critiques of 
economic reasoning should not be seen as 
intellectually isolated — they build upon and 
extend a substantive critique of conventional 
thought that already pervades our discipline. 


ENVIRONMENT AS “EXTERNALITY” OR AS 
“INTERNALITY” 


Although there is a considerable literature in 
which conventional economic thought addresses 
the issues arising from the physical čnvironment 
(e.g. Fisher & Peterson, 1976; Fisher, 1981; 
Pearce et al, 1989), it is in respect of 
environmental matters that traditional economic 
thought has received what is probably its most 
thorough attack. Boulding has long been a critic 
of economists’ handling of environmental issues, 
highlighting their failure to distinguish between 
open and closed systems (Boulding, 1966) and 
thus failing to realise that there is much which an 
economist seeks to maximise (such as through- 
put and use of resources) that should, in 
the interests of life and the planet, not be 
maximised but minimised. Boulding later 
(Boulding, 1982) goes on to remind economists 
“.. a law of economics that has been much 
neglected is: ‘goods and bads tend to be jointly 
ptoduced’”. Such compassionate and even fond 
criticisms are to be contrasted with broadsides 
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by the like of Victor (1979). Victor effectively 
argues that economics and the physical environ- 
ment are fundamentally incompatible (an argu- 
ment echoed in, for example, Daly, 1980; 
Zaikov, 1986 and, in a different vein, Coppock, 
1977). For example, whilst an economist will 
see environmental issues as arising from break- 
downs in the market and seek therefore to repair 
or extend the market, Victor would argue that 
they represent breakdowns in economics itself 
(see also, for example, Schumacher, 1974; Smith, 
1980; Georgescu-Roegen, 1975; Daly, 1985). 

But to my mind, the most persuasive argument 
is that of Daly (1980, pp. 238 ef seq.). In an 
argument which independently parallels that of 
Reilly & Kyj (1990) on the subject of ethical 
values, Daly questions how a matter as important 
as the physical environment can be treated as 
external to a subject which claims so much for 
human existence and behaviour. Surely the 
environment (and, for Reilly & Kyj, ethical 
values ) must be most firmly embedded in — that 
is, internal to — any construct which purports — 
to contribute to life and the planet: 


Such [dramatic environmental] phenomena have long 
been recognised (grudgingly) in economic theory under 
the heading of externalities — that is, interrelationships 
whose connecting links are external to the economists’ 
abstract world of commodities but very much internal 
to the world in which we live, move and have our 
being. Pehaps “non-market interdependence” is a more 
descriptive term. 

It would be easy to liken this concept to a deus ex 
machina lowered into the scene by our theoretical 
playwrights to save an awkward plot, but it is by no means 
easy to suggest a better treatment. A better treatment is 
called for, however, since externalities are spending 
more time center stage and less time in the wings than 
previously. Or, changing the metaphor, to continue 
theoretical development via continued ad hoc introduc- 
tion of externalities is reminiscent of adding epicycles 
and in the long run will only lead to Ptolemaic 
complications in economic theory. Our economic 
cosmos is not one of uniform circular motion of 
commodities among men but one of elliptical orbits 
through interdependent ecological sectors (Daly, 1980, 
pp. 245-246). 


6 The whole issue of modelling and abstraction is clearly problematic in all discourse. The matter is side-stepped here but 


only for reasons of clarity. 
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The construction of a “New Economics” thus 
becomes not only a daunting but an urgent 
project. There are, in fact, an increasing number 
of attempts to construct a new economic 
paradigm, building from the early inspiration of 
Schumacher (see, for example, Schumacher, 
1968, 1973, 1974) and emboldened by The 
Other Economic Summit and The New Eco- 
nomics Foundation (arising out of Schumacher’s 
thinking) they have many things in common — 
the most critical of which is a recognition of the 
need for there to be a root-reappraisal of assump- 
tions before the exercise can be successful 
(e.g. Robertson, 1978, 1985; Goldsmith, 1988; 
Dauncey, 1988; Henderson, 1978, 1991; Daly & 
Cobb, 1990; Ekins, 1986). 


MARX AND THE ENVIRONMENT 


As Heilbroner has continually and success- 
fully argued (e.g. Heilbroner, 1983, 1984), the 
most cogent critique of the status quo, embedded 
as it is in liberal democracy and economics, must 
come from Marx.” However, the literature is far 
from clear about the extent to which Marxian 
analysis can be said to be compatible with or at 
variance with environmentalism.® The value and 
influence of the critique that Marxian analysis 
has supplied cannot be overvalued. However, 
the arguments such as that from (for example) 
Daly & Cobb (1990), that in the focus on 
employment, the derivation of value from 
labour, the attractions of centralisation, a belief 
in growth, a faith in techno-centrist solutions, 
the central position of conflict and an uncons- 
cious subscription to scientism, places Marx 
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(from an environmentalist’s view) closer to 
liberal economics than to environmentalism. 

However, it is inevitable that such arguments 
will be rejected by some Marxist scholars. The 
principal grounds for this rejection centre on 
the recognition that Marx gave both to “environ- 
ment” and to “labour” as distinct from employ- 
ment in his earlier writings. The development in 
Marx’s thought led, however, to the recognition 
of the need to explicate the processes that 
generated the problems (whether “social” or 
“environmental”, in so far as they can be 
distinguished) that one sought to address. 
Without an understanding of these processes, 
the recommendations of solutions would stand 
isolated and impotent.” It is certainly the case 
that the “deep green” position (see below) 
offers little in the way of detailed analysis of the 
historical social processes that brought us to this 
point of environmental crisis and so stands 
accused of failing to recognise social tension, 
power and conflict (e.g. Sandbach, 1980). 
However, the significant contributions to the 
green debate from writers such as Ryle (1988), 
Gorz (1989), Frankel (1987) and Dobson 
(1990) show that, at a minimum, there are some 
important points of commonality. That is, there 
would seem to be little question that Marxian 
scholarship still provides a crucial input to the 
explication of the causes of environmental 
destruction and can continue to enlighten the 
environmental debate, even though, the position 
of the environmental issues is not considered by 
environmentalists to be sufficiently central in 
the analysis. 

The extent of the shift in thinking that a deep 
green perspective is asking for is illustrated by 


7 Heilbroner, it seems, doubts whether other viable alternatives can be found. Daly (1980) attacks this notion and, effectively 
silences it (to my mind) in Daly & Cobb (1990). However, the ubiquity of these two, adversarial positions which might 
represent the whole of human possibility seems a fair reflection of most social science literature. The literature of 
environmentalism is a real attempt to move away from this two-sided debate and add a third, significantly different, 


dimension. 


8 Such a concern is deeply apparent within the political movements themselves, see Capra & Spretnak (1984) and Parkin 


(1989). ‘ 


?1 am especially grateful to Tony Tinker for taking the time to raise these issues with me. 
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recognition that this conclusion on the place of 
Marxian scholarship is much the same as the 
conclusion reached by Daly & Cobb (1990) and, 
for example, Dauncey (1988) with respect to 
liberal economics — there is much that is also 
salvageable from liberalism for the development 
of environmentalism. '° 

The principal issue here, and the reason why I 
have not further developed the Marxist critique, 
is that whilst pluralism and liberal economy on 
the one hand, and socialism and Marxist 
reasoning on the other, have been seen as the 
major, and possibly only, substantive positions 
for analysing and reconstructing the western 
world (e.g. Heilbroner, 1983, 1984), the deep 
greens are attempting to define a third major 
position that draws from both the other two (see 
also Dobson, 1990). This is examined in the next 
section. 


DEEP GREEN AND THE PRINCIPLES OF 
ENVIRONMENTALISM 


Harte et al. (1990) correctly note that 
environmental degradation is only one part of 
the environmentalism agenda — it just happens 
to be the most prominent and the one to which 
most parties are responding. However, whilst 
Harte et al. correctly identify that responses to 
this issue generally lie within the parameters of 
the current business and economics agenda 
(and therefore stands accused by the radical 
critique; Tinker et al., 1991; Puxty, 1986), they 
fail to identify the essential separateness of the 
“deep green” position from either the dominated 
agenda or the radical critique agenda. 

A central factor in the thinking of deep 
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greens’ is the importance of systems theory 
and concepts (von Bertalanffy, 1971; Boulding, 
1956; Beishon & Peters, 1972, 1981; Kemp & 
Wall, 1990; Gray, 1990d). General systems 
theory (von Bertalanffy, 1956, 1971 ) is primarily a 
way of thinking about the world. It has two 
principal characteristics. First, one recognises 
that all things are connected and thus total 
understanding of any one thing requires a 
complete understanding of all other things. 
Second, one recognises that such complete 
understanding is impossible and that issues must 
be addressed through the consideration of 
bounded subsystems — a complex process by 
which the universe of all possible events or 
things is reduced to more manageable systems, 
at a higher level of resolution. The selected 
subsystem is chosen by reference to the 
question of influenceability: given the issue of 
concern, what are the major sources of influence 
upon it and what are the major elements in the 
environment upon which the issue in turn 
has influence. This process inevitably involves 
leaving some issues of significance outside the 
systems boundary, and a major concern of 
systems thinking is attempting to~“identify 
the violence done to perception throu, the 
essential limiting of the elements considered in 
any subsystem (von Bertalanffy, 1956, 1971; 
Boulding, 1956; Emery, 1969; Beishon & Peters, 
1972; Checkland, 1981; Carter et al., 1984). 
Systems thinking has had a major influence on 
ecology and environmentalism. The ecological 
view is perhaps best illustrated by the image of 
“Spaceship Earth” (e.g. Ward, 1966; Boulding, 
1966). The image of the Earth hanging in space 
illustrates the way in which our “habitat” is 
finite, and whilst it is not a “closed system” 


10 The analysis later in this paper will draw from equally from MacPherson, whose Marxist influences are obvious, Daly and 
Daly & Cobb, whose liberal and pluralist antecedents are explicit, as well as from Held, who has sought to tease out ways of 


drawing together both strands of analysis. 


11 There are many terms for the deep greens — deep or radical or social ecologists, ecological humanists and all the shades of 
deep green (eco-greens, value conservatives, visionary/holistic greens, red greens). In the end the ideas intended by the term 
and the definition of that term will result in the usual tautology. However, “deep green” (rather than more typically “deep 
ecology”) is used here because of its association with the Green political movement from which this paper draws its 
direction. Again, see Maunders & Burritt (1991) and Dobson (1990) for further development of this. 
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(subject as it is to, principally, the sun and the 
moon) it can be so considered for most 
purposes. That is, the Earth is a subsystem of the 
universe and whilst there is influence between 
the two, examination of most (for example) 
human issues from a planet-based level of 
resolution is unlikely to represent a serious 
limitation on any analysis. The subsystem Earth 
is a complex interreacting set of systems which 
support life. There are various subsystems of 
rain, cloud and water; of birth, growth, death and 
decay; of creatures and species interdependence; 
of species and habitat dependencies; and so on. 
Removal or interference with one of these 
elements will influence many, if not all others. 
For example, and rather simply, the extinction of 
one species allows the flourishing of a species 
upon which the extinct species grazed and the 
possible extinction of another species which 
depended upon the extinct species for its food. 
Such a break in the ecological chain can happen 
for many reasons — loss of habitat, use of 
insecticide, etc., but it takes little imagination to 
see that once started, the process is irreversible 
and will, potentially, accelerate. The process of 
extinction is now rapid. Mankind apparently 
does not have the wherewithal to stop it nor the 
knowledge to assess whether any ecological 
harmony will ever be possible again without 
man’s constant interference to deal with excess 
manifestations (such as algal bloom, for example) 
or to artificially preserve habitats and species. 
(But see, for example, Lovelock, 1982, 1988.) 
This is summarised by Commoner in Table 1. 


TABLE 1. The four principles of ecology 


© Every separate entity is connected to all the rest 
® Everything has to go somewhere 

® You cannot get something for nothing from it 
@ Nature knows best 


Source: Commoner (1972). 


The ecological emphasis, however, is not only 
upon the biological systems and their interac- 
tion, survival, etc. Interacting with the ecosystems 


\ are the human, social, technical and economic 


t systems. The interaction between all these 
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systems is clearly complex but (the message of 
systems theory) you cannot look at one without 
considering the others. 

General systems theorists have also held out 
claims that systems thinking would enable a 
uniting of the disciplines, but whilst systems 
thinking has provided powerful insights in the 
social sciences (e.g. Kast & Rosenweig, 1974; 
Lowe, 1972; Lowe & McInnes, 1971) its essen- 
tially scientistic, and hence functional, positivist 
basis has attracted considerable criticism (e.g. 
Hopper & Powell, 1985). It is important to 
recognize, though, that the criticism of systems 
theory has applied, principally, to its applica- 
tions in functional settings (e.g. organisational 
contingency theory), that is to “hard” systems 
theory. On the other hand, the use of “soft” 
systems theory, that is, as a way of seeing and 
thinking rather than as a problem solving tool, 
has remained largely untouched by the assault. 
Its protection (and thus, for some scholars, its 
ultimate weakness) has lain in “soft” systems 
theory’s level of generality and lack of specificity 
— its breadth rather than its depth. Whatever 
its purported weaknesses, systems thinking 
remains the basis for ecological perceptions and, 
as we shall see, the lack of analytical specificity is 
common to much of the deep green vision so 
that any failures of systems theory in this regard 
are by no means remarkable. It reduces, 
ultimately, to a matter of faith as to whether this 
Jack of analytical specificity is to be considered 
as a strength or as a weakness. (For more detail of 
this in an accounting context, see Maunders & 
Burritt, 1991; Gray, 1990d, f.) 

This role of systems thinking in environ- 
mentalism will become increasingly obvious as 
the green ideas are discussed below, but there is 
one important manifestation of this that needs 
early introduction. Daly & Cobb (1990), echoing 
the famous dictum of Ackoff (1960) that “we 
must stop behaving as though nature was 
organised in the same way as university depart- 
ments are”, are eloquent in their concern over 
disciplinarity — the reductionist tendency to 
divide up the world into defined subjects with 
each with its own varieties, methods, biasses and 
career tracks. This carries, of course, all the 
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TABLE 2. The principles of environmentalism 


DEEP ECOLOGY: Holistic systems thinking; non-intrusive, soft, alternative technology; non- 
pollution; sustainable; — leads on to “social ecology”: recognition of individual and group 
systemic interactions; pursuit of “wholeness”; non-hierarchical; humanity as part of environment; 


SOCIAL RESPONSIBILITY: Including the economic domain; social justice; prevention of suffering 
though inequality in transition; social contract; social and civil rights of (especially) women and 
minorities; 

GRASSROOTS DEMOCRACY: Participatory (as opposed to e.g. representative) democracy; 


autonomy; non-hierarchical; communication; openness; personal accountability; constraint of 
central power; 


NON-VIOLENCE: Both personal violence and structural violence (oppression); non-exploitive 
economics; employee ownership and control; “There is no way to peace, peace is the way”, 
Gandhi; 

DECENTRALISATION: Need for more individual control over the complex interplay of social, 
ecological, economic, political forces; self-determinism (not individualism); resist centralisation 
which reduces democracy, increases power, bureaucracy, surveillance; reclaim power from 
centralised state; smaller countries/regions; “Europe of the regions”; 


POSTPATRIARCHAL PERSPECTIVES: Feminist, non-aggressive politics; balance of “masculine” and 
“feminine” values as well as “women’s issues”; — non-competitive, intimate, nurturing, 
instinctive, emotional; 


SPIRITUALITY: beyond science; the oneness of life; Boulding’s transcendental systems; human spirit 
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as mode of consciousness connecting self to rest; 





Adapted from Capra & Spretnak (1984, Chapter 2). 


reductionist problems. Some way must be found 
to break out from this and re-privilege holistic 
attempts at thought, investigation and social 
change. The inevitable consequences of any 
such attempt, however, are (a) the failure to 
attract much support from the traditional cores 
of the individual subject divisions, and (b) the 
tendency to become rather generalist and thin, 
sacrificing reductionist depth for holistic breadth. 
One is conscious of this in what follows. 
Despite the very widespread nature of the 
environmentalist movement in all its guises, and 
despite the very wide range of backgrounds 
underpinning aspects of the deep greens, it does 
appear that there are a substantial number 
of principles which can be said to underpin 


the deep green position and which command 
wide acceptance in green political movements, 
political parties and environmental groups 
generally throughout the world. These principles 
are central to the core manifestos of the green 
parties and are summarised in Table 2.1713 
The range of principles is both far reaching 
and radical but in (what amounts to) an attempt 
to re-design the world, the sheer enormity of the 
intellectual and empirical task leaves much 
undeveloped. Furthermore, this enormity must 
remain embedded in systems thinking and 
cannot resort to reductionism to simplify the 
problem. At the same time, many writers have 
resorted to almost spiritual (and, at times, even 
magical) assertion to overcome lacunae and the 


12 Although only apparently summarised from one source, a reading of such widespread sources as Parkin (1989), Kemp & 
Wall (1990), Schumacher (1968, 1973, 1974), Dauncey (1988), Robertson (1978), Goldsmith (1988), etc., will bring a very 


similar conclusion. 


13 In what follows, an attempt will be made to illuminate and develop some of these themes. However, the complexity and 
interrelatedness of the ideas counsels caution and leads at times to the treatment of matters under different headings and with 


different emphasis. 
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sheer complexity of the problem (e.g. Dauncey, 
1988). Whether this appeal to other spirituality 
in place of scientistic logic is the (very proper) 
re-establishment of alternative modes of ration- 
ality, alternative means of establishing legitimacy 
in assertion and policy, or else simply a failure 
to use the traditions of Western reasoning 
(masculine modes of rationality?) is largely a 
matter of faith. The attempt by the deep greens 
to reintroduce the spiritual dimension is essen- 
tial to the project but raises very difficult 
questions about how to legitimate discourse and 
assess competing truth claims when there is an 
elemental tension between this attempt and our 
usual means of arbitrating academic conflict 
through the use of analytic reasoning (see also 
Hines, 1991b). 

This is the first, and perhaps most critical, 
vulnerability of the deep green position. Its 
appeal is only partly at an intellectual, analytic 
and empirical level and derives its principal power 
from emotional and spiritual appeal through 
the intervening variable of simultaneously de- 
emphasising consequentialist moral reasoning 
whilst championing a heightened emphasis on 
deontological ethics. This must have the effect of 
identifying empathy (or the existentialist con- 
cept of “integrity” ) rather than rigorous analysis 
as the dominant determinant of outcome in 
discourse. Thus the “objective” is de-emphasised 
and the “subjective” emphasised. There is, 
clearly, a danger here that this may equally 
empower triviality and bigotry (for a related 
discussion see Hines, 1991b). Partly as a result 
of this, recognisably coherent, complete and 
traditionally rigorous expositions of the deep 
green world do not seem to be available in the 
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literature. However, we do find that elements of 
the deep green vision emerge in a number of 
“traditional” areas of scholarship. So, for example, 
the growing re-examination of economics (e.g. 
Daly & Cobb, 1990) and the exploration of soft- 
technology and the more radical re-appraisal of 
the forces of technological change (e.g. Dickson, 
1974) accord well with, and are embodied in, the 
deep green perspective. Similarly, the exploration 
of participatory democracy in, especially, the 
work of MacPherson (e.g. MacPherson, 1973, 
1977, 1978) and, more generally in the develop- 
ment of the “neo-pluralist” conceptions of 
democracy (e.g. Held, 1987) have been essential 
foundations for the deep green conceptions of 
the organisation of social life. And there is a 
considerable harmony between environmental- 
ism and the feminist literature. Feminism — 
especialy its attempts to distinguish “masculine” 
and “feminine” from any necessary link with 
being male or female — has exposed the current 
modes of social, intellectual, business, financial 
and accounting ways of doing things as pre- 
dominantly “masculine” and unbalanced and 
unbalancing in the absence of “feminine” traits 
from their practice (e.g. Maupin, 1990; Reed & 
Kratchman, 1990; Lehman, 1990; Bem 1974, 
1975, and also see, for example, Robertson, 1978, 
1984; Hines, 1991b).!4 These concerns with the 
“feminine” and with emancipatory forms of 
democracy have been significant elements in the 
growing attempts at the reestablishment of both 
the concept and the practice of “community”. 
This would involve some more sharing concep- 
tions of community (“Gemeinschaft” as Pallott, 
1987, 1991, articulates it) that have strong 
implications for conceptions of property rights 


14 To open debate on this issue in the present climate is to beg many questions indeed. However, the terms as used here (and 
as used in much of the deep green literature) hypothesise wisdom and completeness of the human as deriving from a 
harmony of characteristics. The characteristics of apparent success in the current hegemony and which it seems are admired 
and sought after — characteristics such as intellect, traditional logic, aggression, cunning, “calculated cleverness in the 
interests of self” (March, 1987, p. 158), energy and dynamism, accumulation and consumption of observable goods, insight, 
friendliness and warmth — can be considered “masculine” traits, which have dominated to the exclusion of “feminine” traits 
such as nurture, emotion, parenthood and family, spontaneity, physical well-being, calmness, stability, continuity, 
cheerfulness, happiness, childlikeness, innocence, etc. The actual categorisation is obviously problematic and this 
categorisation does not fully accord with Bem. In part this is because the characteristics listed here need bear no relationship 


to sex or gender — whether socially constructed or not. 


ACCOUNTING AND ENVIRONMENTALISM 


(MacPherson, 1973, 1978) and which may raise 
new consciousness of ambience such as “solid- 
arity” (Rorty, 1980, as articulated by Arrington, 
1990; Hines, 1991a).!° All of these projects are 
predicated upon a re-examination of ethical 
reasoning. The growing attempts to re-establish 
wider ethical bases for the assessment of the 
rightness of action, i.e. to re-expand the notions 
of utilitarianism as originally devised (Mill, 
1857, 1859, 1863; but see also Daly, 1980; 
' Donaldson, 1988; Held, 1987) and re-enable 
ethical conceptualisations within motivism and 
(especially) deontology are prerequisites for the 
emergence of the possibility of a deep green 
world. And finally, we find a profound re- 
examination of mankind’s relationship with the 
planet, earth and biosphere is inherent in the re- 
examination of, and attempts to articulate, the 
notion of sustainability (e.g. Pearce et al., 1989; 
United Nations, 1987; Pezzey, 1989; Turner, 
1989; Turner & Pearce, 1990; Gray, 1991). 

Such a wide-ranging and ambitious agenda for 
the deep greens with its attempts to unify and 
integrate such diverse and difficult theorising 
offers great vision and possibility. For the deep 
greens, however, it still has a very long way to go 
in establishing its coherence, viability and truth 
claims and in dealing with the substantial 
criticisms that are levelled at it (e.g. Sandbach, 
1980). 
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Maintaining the green vision at this level of 
generality, the paper now turns to attempting to 
assess any implications this might have for 
accounting and whether it is possible for 
accounting (in whatever guise) to either articu- 
late or contribute to the process. 


ACCOUNTING IN ENVIRONMENTAL 
UTOPIA AND HOW TO GET THERE 


The holistic radicalism of the deep green 
vision is such that anticipation of exactly how it 
might function owes more to day-dreaming than 
to reasoning.'° Thus anticipation of “truly 
green” accounting is unknowable.” At an 
extreme, however, some or all of the functions 
that accounting serves in some present-day 
societies (e.g. Burchell et al, 1980) will be 
largely redundant. The formal and rather antag- 
onistic accountability that accounting might be 
interpreted as currently serving would similarly 
be eschewed (Arrington, 1990, p. 2). Also, the 
conception of money in a green world and the 
role it serves might be very different (e.g. 
Dauncey, 1988). 

Furthermore, it is not obvious that formal 
accounting would still be necessary as the 
informal accountability of deeper social relation- 
ships and attendant transparency took over.'* So 


15 This then plays back into the economic system. That is, community may be incompatible with a dominant price-only 
exchange process which is generally alienating (see, for example, Dauncey, 1988, chapters 6 & 7), and thus non-financial 
economy, trust and personal contact through economic exchange would all re-establish community whilst removing much 
of traditional economic exchange as it currently exists. 


16 This is not intended pejoratively. For example, the better science fiction literature has always had the aim — in which it has 
often succeeded — in exploring possible new futures unfettered by current constraints. Such speculation is what is needed 
here — see, for example, Moorcock (1984, pp. 191—201 ) and writing such as Samuel Butler’s Erebwon. More specifically, a 
major theme in feminism is the empowering of the intuition and imagination (e.g. Hines, 1991b). 


17 A similar point is made in the context of Marxist accounting by Laughlin & Puxty (1986). 


18 A hint of this has emerged in the research following on from Gray (1990d). A series of interviews and working groups were 
established with some New Zealand companies. The smaller scale of operations, the small total population of the country and 
the different cultural attitudes to environmental issues seemed to place a very different emphasis on accountability. That is, as 
most communities could identify those organisations which were operating in ways counter to community values (over- 
cropping, polluting, flooding sensitive areas, noise, etc.) and could also identify employees up to and including senior 
management, there was not only no anonymity behind which the miscreants could hide, but the community values became 
the values of the employees and thus of the organisation. Transparency appeared to operate, thus making some aspects of 
formal accountability unnecessarily cumbersome. 
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much so that “accountants” as a separate tribe 
(Gambling, 1978, 1985) may be an entirely 
redundant breed in such a world. 

What then for the role of accounting in the 
present world and its emancipatory possibilities 
to enable change towards “utopia” — wherever, 
or whatever that might be? Without knowing the 
processes of social change, the pragmatism 
articulated in Gray et al. (1987) and Harte et al. 
(1990) appears to be the only solution. It seems 
that the Tinker et al. (1991) criticism that this 
simply embodies and enables the (at least Anglo- 
American) status quo may be addressed as 
follows. First, the vision towards which one 
might be pushing can be radical, as is the deep 
green vision articulated here. One then has two 
channels along which progress may be pursued 
— the intellectual and the immediately prac- 
tical. The two need not be in tension but, as 
appears to be the case with many socialists, the 
two can be separately applied. That is, attempts 
to change intellectual and research agendas, to 
expose fallacies and limitations of the present 
hegemony, etc., become desirable activities but 
which do not preclude action on other fronts. 
On the immediately practical front, the deep 
greens, like all radical groups before them, face 
three possibilities: 

(1) the direct attempts to destroy the current 
system; 

(2) totally eschewing the present system and 
living and working in a separate system (the 
commune or colony model adopted by a 
number of greens throughout Europe and North 
America); 

(3) work with the present system and attempt 
to change it by attempting either to directly 
subvert education and agendas or to directly 
subvert current actions (current accounting 
practices).'? 

The suscription to non-violence by the greens 
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and the emphasis on the integrity of process (as 
opposed to means-ends calculations) ensures 
the exclusion of option (1). Option (2) is 
perhaps the most obvious one. The existence of 
this paper is evidence that this option has not 
been taken, as an examination of the current 
and possible roles of accounting (at least as 
traditionally conceived) becomes almost entirely 
redundant under such circumstances. There is 
also the tension felt throughout the green 
movement (e.g. Plant & Plant, 1991) over the 
relative merits of “supping with the devil”. As 
has been identified above, a major criticism of 
the greens is that they have no systematic 
conception of how they are to bring about social 
change, and so the tendency is to try and seek 
change by any means possible. For many, 
including myself, working alongside the places 
where one imagines the power to lie — with 
governments and politicians, investors, company 
directors, civil servants and so on — seems likely 
to be more effective, if considerably more 
uncomfortable, than the more ideologically 
sound strategy of throwing elegantly crafted 
intellectual stones from the “outside” (e.g. 
Porritt, 1989.). Hence the choice of option (3). 

The articulation of option (3) for accounting 
derives from the recognition that as accounting 
helps to construct the world (in the big picture) 
and influences decisions and expresses account- 
ability (in the more immediate picture) then 
accounting designed with environmentalism in 
mind can change these things. (How substantially 
or successfully is, obviously, unknowable. ) Such 
was the intention in Gray (1990d), whose 
suggestions are summarised in Table 3. This 
project is continued here. 

With this in mind, the paper now turns to look 
just at two specific elements of the deep green 
philosophy which can be articulated through a 
possible accounting. To do this, however, the 


19 The Marxist critique of the green movement is, once again, important here. Without a thesis about the essential structure of 
society, the forces that produced the status quo and the nature and process of change, the green attempts to seek change are, 
at best, empty and, at worst, may either produce a “worse” situation or be captured by the institutional forces of reaction. 
There has been little green response to this charge, although Dobson (1990) represents a useful step in this direction (e.g. 


Tinker et al. 1991). 


ACCOUNTING AND ENVIRONMENTALISM 


TABLE 3. Environmental accounting and information systems 


1. COMPLIANCE AND ETHICAL AUDITS are information systems designed to monitor whether 
the organisation meets legal requirements and its own code of conduct. 


2. WASTE AND ENERGY AUDITS are a means of examining whether the organisation is making 
the best use of its inputs. 


3. ENVIRONMENTAL BUDGETS can set green targets for activity centres and act as a part of the 
performance appraisal of the organisation. 


4, ENVIRONMENTAL IMPACT ASSESSMENT, ENVIRONMENTAL HURDLE RATES, Best Practicable 
Environmenal Option (BPEO), Best Available Technique Not Entailing Excessive Cost 
(BATNEEC), ENVIRONMENTAL RISK ASSESSMENT, etc., are techniques which bring 
environmental criteria into investment and project choice and post-audit. 


5. ENVIRONMENTAL AND SOCIAL REPORTING would aid the discharge of the organisation's 
accountability and increase its environmental transparency. Reporting might consist of 
ENVIRONMENTAL POLICY, ENVIRONMENTAL CONTINGENCIES, ENVIRONMENTAL SPEND 
(possibly capitalised) and EMISSION STATEMENT, possibly in a COMPLIANCE-WITH- 
STANDARD REPORT. DISCLOSURE OF CRITICAL, NATURAL AND MAN-MADE ASSETS plus 
TRANSFERS BETWEEN THE CATEGORIES would probably also be essential if the organisation’s 
environmental response was to be fully reported (see below). 


6. ENVIRONMENTAL ASSET ACCOUNTING AND MAINTENANCE would attempt to capture 
the non-priced elements of critical and natural capital — both those that are entirely ignored by 
the pricing systems and those which are incorporated into the priced elements of man-made 
capital — e.g. the habitat/biodiversity cost of extracting a particular mineral. There is no necessary 
suggestion that this accounting need be in financial terms although there are both financial and 
non-financial implications. It should enable the organisation to assess the extent to which it is 
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destroying natural capital to create man-made capital. 


Source: adapted from Gray (1990d). 


limitations of the ensuing perception need to be 
considered briefly. 


AN INTERMEDIATE AND LIMITED 
CONCEPTION OF ORGANISATION 


Having adopted, earlier in the paper, a 
position which applauds holism and denigrates 
reductionism, there is an imperative to ensure 
that what follows learns the lessons of systems 
thinking and takes care in specifying its 
limitations, systems boundaries and level of 
resolution. 

Firstly, despite the analysis of Hines (1988) 
and Tinker (1985), a conception of “organisa- 
tion” is maintained. Thus “company”, “university” 
and “local authority” are retained as assumed 
social constructs having independent existence 
from those who give them life and the observer 


that creates them. (Thus individuals and groups 
can be said to be internal or external to 
the organisation at any one time for any 
particular act. Individuals and groups may 
operate in many roles, both internal and 
external, from time to time.) In general, 
however, these conceptions will be treated as 
open systems with soft boundaries rather than 
as concrete, semi-closed systems with hard 
boundaries, as would normally be the case in the 
accounting literature. 

Secondly, excluded from the analysis which 
follows are the critical questions of (1) how 
accounting defines and reinforces the power of 
exploitive relationships within the organisation, 
and (2) accounting as an expression of a 
“masculine” rationality. Whilst it appears to 
be an increasingly widespread element of 
academic orthodoxy that accounting serves 
these functions, I am unaware of proposals for 
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new accountings”° that might deal with these 
issues, and the proposal “there should be no 
(traditional or formal) accounting” is a fascinating, 
but different, paper. At an instinctive level only, I 
am unaware that what follows increases the 
pressure on these issues, and it may even soften 
them. 

Thirdly, the organisation will be assumed to 
exist in fairly traditional space. That is, “internal 
decision makers” will probably take decisions, 
probably in response to information. It is 
assumed that a change in information will 
change decision behaviour. I am not aware that 
any limiting objective function nor utility 
function is assumed. Furthermore, the organisa- 
tion is placed in a pluralist (actually neo- 
pluralist; e.g. Held, 1987) world. That is, there 
exist individuals, groups, publics, States in the 
organisation’s substantial environment who are 
influenced by and influence the organisation. 
Power asymmetry clearly exists, but (and here, I 
think, is the departure from both standard 
pluralism and Marxist conceptions) power can 
be exercised in some degree by all of these 
external participants. The neo-pluralist concep- 
tion and, more particularly, the participative 
democratic process, see a future in which power 
is more widely shared with an emphasis on local 
democracy. Rather than democracy through 
representatives, participatory democracy requires 
much more active involvement by the demos 
(MacPherson, 1973, 1977). Held (1987) sees 
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participatory democracy as a last, untried 
version of democracy and one which way unite 
much of the emancipatory power in both liberal 
and Marxist conceptions of society.”! This paper, 
in line with the principles of environmentalism, 
is assuming the desirability of participatory 
democracy and seeking ways of moving towards 
it. For any power to be exercised in a 
participatory democracy there is an essential 
need for information, and this information will 
be an extension of that currently available. That 
is, the widest possible range of participants must 
be emancipated and enabled through the 
manifestation of existing but unfulfilled rights to 
information (e.g. Likierman, 1986; Likierman & 
Creasey, 1985). 

Finally, the organisation is perceived as a flow- 
through system; drawing inputs from the social, 
industrial, legal, economic and environmental 
substantial environment, processing these, and 
producing outputs. Only some of these will be 
addressed here. The human, social and legal 
inputs will be considered only to the extent that 
they legitimate the organisation, determine rights 
and provide an assumed ethical framework and 
thus, as mentioned above, many of the important 
issues will be excluded. It is currently envisaged in 
this paper that different accounting systems are 
needed to “capture” the inputs, the processing 
and the outputs of the organisation even for 
simply the physical environmental inputs (natural 
resources) and outputs (waste and pollution ).?? 


20 This is a generalised problem, I believe. That is, analyses of the functions of current accounting practice are not generally 
balanced by researchers offering hostages to fortune and proposing new accountings. It is not apparent to me that critique 
without proposal is entirely justifiable in the long term. 


21 I acknowledge that provision of information to the demos will not ensure that the demos then behaves in a way I might 
approve. Subject to the constraints of power to act, it is fully accepted that the demos may continue along a path towards 
extinction. Despite the anthropocentric focus of the paper, I (and, I believe, most environmentalists) am content to let the 
human species wipe itself out. The point at issue is whether this was a democratically chosen path and (given the greater 
emphasis on deontological ethics in the green vision) both the manner of the extinction and the state of the planet and other 
species at the time of extinction. 


72 It is also recognised that this, and what follows, effectively concretises the organisation and, to a degree at least, accepts the 
organization which accounting creates. Further, there is the hint of a suggestion that accounting captures reality (Hines, 
1988). The “organisation” remains the central unit of analysis for accounting and so is retained though, I would claim, in a 
softer form than is typical in accounting. Hines is not suggesting that accounting does not capture some aspects of some 
reality. I am making no claims to trying to do more than this. I am simply trying to throw up new realities which, in part, will 
reflect a different (and additional) set of aspects of some reality. 


ACCOUNTING AND ENVIRONMENTALISM 


ACCOUNTING FOR ACCOUNTABILITY 
AND TRANSPARENCY 


The accounting literature on accountability is 
of fairly recent vintage.” So much so, that before 
1980 one would have been hard pressed to 
discover any significant analysis of a concept 
which seems, plausibly, so central to the 
practice of accounting. In principle, the notion 
of accountability was used in Gray (1983) and 
Gray et al. (1986, 1987, 1988, 1991) as 
an emancipatory concept helping to expose, 
enhance and develop social relationships through 
a re-examination and expansion of established 
rights to information. The difficulty that arises 
here is in determining some empirical base for 
those rights (Gray et al., 1987). The trade-off is 
between (1) accepting some empirical basis for 
accountability, which must be flawed and reflect 
elements of a status quo that cannot necessarily 
be considered to be just or equitable, or else 
which fail on some other criteria of propriety 
(see Gray et al., 1988, 1991, for more detail), or 
(2) resorting to argument and assertion as to 
what one’s own faith demands as rights. (See 
Likierman, 1986; Likierman & Creasey, 1985, for 
a nice introduction to this problem.) Gray et al. 
preferred to establish an elementary empirical 
basis and develop from that. The argument in 
essence was that anything: which developed 
accountability practice from its current position 
and was justifiable within the status quo held 
out a practicable promise of evolution as a 
developing emancipation. That principle will be 
continued but extended here. 

There are, however, some further substantive 
criticisms levelled at the accountability concept. 
The first is that most aggressively stated in 
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Arrington (1990) but articulated in more detail 
by Roberts & Scapens (1985) and developed 
further in Roberts (1991). This is the observa- 
tion that the process of “being held to account” 
determines, reflects, reifies, strengthens and 
solidifies power relationships between the 
accountee and the accountor. The implication is 
that this is an odious activity — exploitive and 
suppressive. The second criticism arises from 
Tricker (1983) in which he argues that account- 
ability only exists when the right to account is 
enforceable. Thus, in Tricker’s view, the only 
true accountability relationships which currently 
exist are those which are empirically observable 
in flows of accounting information between 
accountor and accountee. 

It seems that both of these observations have 
truth value but neither need be the case. 
Accountability is concerned with the right to 
receive information and the duty to supply it. The 
first is an essential element of any neo-pluralist or 
participatory democracy and the second, derived 
from the principle of personal accountability 
which is central to deep green thinking, is atenet 
of personal development. So Tricker’s arguments 
reduce to’ one of terminology which, whilst 
according with positive observation, does not 
necessarily exclude the possibility of many 
unfulfilled accountability relationships. 

The criticism that accountability is necessarily 
exploitive largely presupposes an antagonistic 
and manipulative world. The deep green vision 
seeks to minimise and eventually replace such 
characteristics and thus sees accountability 
processes as social and liberating, a means 
of defining and re-defining community — 
Gemeinschaft as Pallot (1987, 1991) and Burkitt 
(1988) articulate it.24 Such is also the world that 


23 This is to be distinguished from the analyses of stewardship which did appear in the accounting literature but, in general, 
took the term as ex cathedra rather as a contestable notion whose precedents and implications required exploration. This 
should also be distinguished from the accountability literature outside accounting (e.g. public administration) in which 
accounting was implicated but not central (see, for example, Munkman, 1971; Greer et al., 1978; and, for an exception, 
Gjesdal, 1981). The term “accountability” has always had a high currency in the public sector accountability literature but 
this, again until recently, was very underdeveloped (e.g. Gray, 1983; Perrin, 1981). 


24 This vision has been accused of naivety and trying to side-step the critical issues (Sandbach, 1980). This may be so, but the 
importance of having and maintaining vision and emphasising process over ends does seem to counsel this sort of approach. 
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was sought by John Stuart Mill and Adam Smith?’ 
and which has been profoundly and successfully 
developed by MacPherson: 


... MacPherson’s theory of “Developmental Democracy” ... 
is non-extractive and developmental. It is non-extractive in 
that it does not depend upon the continued existence 
of class-based power-relationships. By developmental, 
MacPherson means that the theory implies the expansion 
of a person’s power to use his ability to develop his 
supposedly essential human capabilities. These include a 
person’s capacity for moral judgement and action, for 
aesthetic creation and contemplation, for friendship, love, 
and even religious experience. These rights, based on a 
person's potential ability must not be materially destruc- 
tive. They are not the rights that everyone might like, 
especially not the Hobbesian right of any man to anything 
he desires. Developmental democratic theory, according 
to MacPherson, requires not the maximization of individual 
utilities, but rather the ability of each to use and develop 
those capabilities, the use of which does not prevent 
others from using theirs (Clarke & Tilman, 1988, p. 187). 


As, on the one hand, the deep green view 
demands the development of (and, indeed, the 
duty of) personal accountability (see Fig. 2) and, 
on the other hand, the rights established by 
MacPherson suggest rights to information” it 
seems inescapable that the development of 
processes of accountability are essential to the 
deep green vision. The questions of “for what?”, 
“who?”, “to whom?” and “how?” then present 
themselves for solution. 

Gray et al. (1986, 1987, 1988, 1991) tried to 
solve these questions by reference to law and 
quasi-law. In particular, these papers argued that 
society at large had a right to information about 
the extent to which organisations had complied 
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with the (minimum) standards of law and other 
regulation of a quasi-legal nature. The problem 
was, how could this basis be extended further 
without resorting to opinion and assertion? 
Likierman (1986) and Likierman & Creasey 
(1985) argue that the existence of natural and 
moral rights is not disputed. (Although this is a 
contestable position, it is essential to the 
green vision.) What is disputed, and ultimately 
unresolvable, is what those rights actually are at 
any one time in any one place for any particular 
situation. The rights are social and ethical, but 
there are so many conceptions of what the social 
and the ethical implies that little resolution is 
forthcoming. Gray et al. attempt to allow the 
democratising forces of social change to take on 
the role of expanding democratic rights. That is, 
for example, the work on external social audits 
(Harte & Owen, 1987; Gray et al, 1991), on 
developments in ethical investment (Owen, 
1990; Harte et al., 1990) and pressure group 
change such as the impact of Friends of the Earth 
and Greenpeace (Burritt & Maunders, 1990) all 
seek to expand those actions for which the 
organisation owes accountability. Gray (1990e) 
and Malachowski (1990) both suggest that 
barometers of public opinion can be legitimately 
interpreted as foundations for additional rights 
and accountability. Thus the empirical basis of 
accountability can be substantially extended 
from law and quasi-law to public domain matters 
of substance. This would not be uncontestable of 
course, but something closer to a particular 
specification of a community’s moral and natural 
rights might begin to emerge.?” 


Further, to talk of Gemeinschaft in isolation from Gesselschaft (formal contractual relationships) is perhaps overly simple. 
The green vision seeks to soften the Gesselschaft accountability in an attempt to develop something which looks more like 


Gemeinschaft. 


25 Despite the terrible press they now receive and the perversion of their ideas which purportedly informs much that passes 
for Modernist (Arrington, 1990) thinking. I should also note in passing the similarity of tone between the following passage 


and that of Arrington’s (1990) exposition of Rorty. 


26 Information is essential to liberate, inform, enable and educate. From an alternative perspective, it would seem bizarre to 
grant rights to action but not rights to information concerning action. 


27 Tricker’s (1983) point concerning the enforcing of accountability upon organisations is clearly critical in this. The present 
discussion has a naive faith about it that implies that all peoples will gladly open up when the “truth” is demonstrated to them. 


ACCOUNTING AND ENVIRONMENTALISM 


It is probably necessary to note that there are 
two, related, purposes behind the development 
of accountability systems. Firstly, as seen above, 
accountability is considered to be a means of 
developing closer social relationships and an 
element in bringing power back to the demos. 
Secondly, the development of accountability 
also increases the transparency of organisations. 
That is, it increases (or, in the green vision, 
should increase) the number of things which are 
made visible, increases the number of ways in 
which things are made visible and, in doing 
sO encourages an increasing openness. The 
“inside” of the organisation becomes more 
visible, that is, transparent.?8 The process of 
becoming more transparent is initially a painful 
process for the “internal participants”, but 
should encourage the diminution of the “internal” 
versus “external” tension as communities are all of 
owners, customers, management, employees, etc. 

For the deep green vision, transparency and, 
thus, the right to information about actions 
which influence the society, other societies, 
future societies or the biosphere is not in 
question. This information must be in the public 
domain. Further, given the prominence of 
“community” in the vision, the level at which 
information is reported — the level at which 
transparency must be sought — must be that of 
the community. Thus, we are now charged with 
the task of devising /ocal accountability informa- 
tion systems; i.e. to what information about 
organisations do communities have rights? The 
argument in Gray et al. that the information 
content is governed by the categories recog- 
nised in law and quasi-law can probably now 
be expanded in the light of the above to 
include, particularly, social and environmental 
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impact information. Remaining with the systems 
theoretic perspective, such information will be 
of three sorts: 

Input data: on, for example, physical and 
human resources used; environmental impacts 
and disturbances caused (e.g. habitat destruc- 
tion); ethical data on purchasing, investment 
and hiring activities. 

Processing data: on, for example, efficiency 
(resource input to level of output or activity) 
data; accident data; control of employees. 

Output data: on, for example, pollution 
emissions; waste produced and disposed or 
stored; influence and control exercised; stress 
caused, etc. 

(Although this is clearly naive in the current 
climate, it might act as a starting-of-discussion 
point.) This, with other compliance-with-standard 
data (including ethical code compliance data, 
e.g. Gray, 1990e; Malachowski, 1990) would 
form the basis of the accounting for accountability 
and transparency — informing the community 
about the use of its resources and the burdens 
(and benefits) it has been obliged to bear. 

The next issue would appear to be the 
symbols used to encode the messages of 
accountability. It has long been argued (see also 
Gray et al, 1986, 1987, 1988, 1991; and 
especially Gray, 1983) that the accountability 
need not be in terms of current financial units. 
Indeed it would be more in accord with a 
conception of participatory democracy if the 
events so described were described at the 
lowest level of resolution possible and thus the 
community could, collectively, exercise any 
“valuation” process on the data as it saw fit.?? In 
fact, the case for “accounting” being a pre- 
dominantly financial activity is far from obvious; 


This is clearly nonsense. It is anicipated that regulatory means would be necessary to take the process a long way down the 
road. The implications of this and the form that regulation must take in order to be compatible with the green vision are not 


explored in this paper. 


28 The making of things visible must, inevitably make some things invisible. The more things made visible, and the more ways 
in which they are made visible should decrease invisibility. It is essentially experimental but this process should enable the 
creation of new, additional and more complex social realities. 


29 This notion is largely informed by the (predominantly unsuccessful) exercises in valuing social activities in social 
‘accounting in the 1970s. See, for example, Gray et al. (1987), Estes (1976), Belkaoui (1984). 
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indeed a restriction to only financial accounts 
would critically limit the attempts at holism in 
the green vision. 

Finally, there is the question of how the 
accountability will be communicated — which 
channel(s) will be used for the transmission of 
the signal. Gray (1983) emphasises the point 
that the discharge of accountability can be 
achieved by simply making the information 
available in the public domain, the accom- 
modating gymnastics of decision usefulness 
discussion are not essential to the process. 
However, the emphasis upon the duty to be 
personally accountable would tend, perhaps, to 
encourage the “steward” towards seeking a 
more targeted accountability (see also Gray, 
1990b). 

Speculating about the possible shape of 
possible accounting systems loses its pertinence 
very quickly. The foregoing should be enough to 
begin the process of exploring whether such 
systems can be developed and/or applied and of 
seeking ways of moving accounting policy and 
practice towards the green ideals of personal 
accountability, participatory democracy and 
community transparency. 

Whilst I would see the developments of these 
sorts of accountability systems as necessary 
conditions for the development of the green 
vision I cannot see that such systems represent 
sufficient conditions. As argued in Gray (1990d) 
there is an urgent need to develop environmental 
asset accounting and maintenance systems: to 
develop, in fact, sustainable accounting. 


ACCOUNTING FOR SUSTAINABILITY 


Although the term “sustainable” had been in 
wide currency amongst environmentalists for 
some time, the Brundtland Report to the United 
Nations in 1987 (United Nations, 1987) put the 
term firmly centre-stage of the economic, 
political and business agenda. Since then, whilst 
there has been considerable debate over what 
this term means (e.g. Pearce et al., 1989; Pezzey, 
1989), the word has entered everyday speech 
(and is used to mean a very wide range of 
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different things, most of them, in fact, not 
sustainable at all, e.g. Gray, 1991). 
Sustainability, at its most general, relates to 
the planet and biosphere’s ability to renew itself, 
to maintain its “carrying capacity”. A sustainable 
action is thus one which does not disturb the 
essential ecology. However, all actions by all 
species could be considered as disturbing an 
ecology, which leaves us with the problem of 
deciding which.actions disturb the ecology and 
which actions are part of the ecology. The issue 
is far from trivial and involves judgements about 
both the time necessary for an ecology to re- 
establish itself and the nature of “disturbance” 
versus “transformation”. (For more detail see 
Lovelock, 1982, 1988; Maunders & Burritt, 
1991; and, on the “entropy” and transformation 
issue, GeorgescuRoegen, 1971, 1975.) How- 
ever, sustainability is most usually considered in 
an anthropocentric context and such is the case 
in this paper. From an anthropocentric perspec- 
tive, the level of activity which is sustainable 
then comes to mean that the current generation 
takes from the planet no more than the 
maximum which leaves the planet and future 
generations no worse off. Practice which sustains 
the planet must leave future generations with 
the same opportunities as we were bequeathed 
by our parents. Of course, it is accepted that, in 
an anthropocentric sense this is impossible 
(almost any action by man depletes the bio- 
sphere to some degree), unrealistic (it assumes 
that there will be no advances in technology, 
energy sources, etc.), underspecified (it does 
not clarify the question of whether substitution 
between elements is permitted) and imprecise 
(it assumes. a static mode of action and does not 
allow for systemic change in social life). It seems 
inevitable that, faced with a concept of such 
importance and the obvious (to an environ- 
mentalist at least) observation that mankind’s 
behaviour is anything but sustainable, some 
attempt will be made to try and operationalise it. 
This process of operationalisation has tended to 
be not only anthropocentric, but also calculative. 
There are clearly profound dangers in trying to 
employ calculation in a world where (1) the 
calculation can be identified as a root cause (e.g. 
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Gray, 1990d) and (2) any calculation must run 
the risk of reinforcing analytic and scientistic 
solutions when, within a deep green context, 
one is attempting to do quite the opposite.>° 
This is a critical problem but one which seems 
inevitable once one has taken the decision to 
work “with the system” rather than around it. In 
general, the attempts at operationalising sustain- 
ability have not been directed towards finding 
precise answers but have rather been directed 
towards trying to better understand this idea and 
to assess, in broad terms, just how unsustainable 
(Western) man is. This paper offers two further, 
pragmatic justifications — namely that the 
process will make visible that which is currently 
invisible in organisational settings (that is, the 
biosphere) and, secondly, -the resultant data 
should be both disruptive and shocking.>? 
Moving to the more specific, Daly & Cobb 
argue (1990) that, at its simplest, sustainability is 
no more than an extension and re-interpretation 
of Hicksian income and traditional notions of 
capital maintenance. In effect, a level of sustain- 
able activity is that level which maintains the 
planet’s capital (see also Pearce et al., 1989). 
Every action that uses limestone, oil, clay, peat, 
metals, etc., — all finite raw materials — leaves 
mankind (and the current biosphere) potentially 
worse off. Every use of timber and timber 
products, clean air or water that is not replaced, 
every action involving energy based on fossil 
fuels, every product that produces waste which 
has to be physically disposed of, every personal 
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or industrial action which removes habitat, and 
so on, leaves the planet with a depleted capital. 
In this scenario even the much-vaunted re- 
cycling is far from sustainable — each cycle loses 
raw material, and involves energy from finite (if 
potentially large) reserves. Ultimately, each 
action must lead to the use of the last of a 
resource or the last of a habitat and the 
extinction of yet another species.>? 

Environmental economists (see, for example, 
Turner, 1987, 1988, 1989; Turner & Pearce, 
1990; Daly, 1980) propose that we start to deal 
with the problem by recognizing that the planet 
will have to provide for the maintenance of three 
different types of capital before we can begin to 
count any residual as “income”. These are: 

Critical natural capital: that part of the 
biosphere that must be immutable. This includes 
such things as the ozone layer, a critical mass of 
trees (notably the rain forests, “the lungs of the 
world”), the wetlands and critical habitats. The 
biologists seem to tell us that we cannot expend 
this capital without suffering the biggest loss of 
all (e.g. Goldsmith, 1988; Goldsmith et al., 1972; 
Meadows et al., 1972); 

Sustainable or substitutable (or “other”) 
natural capital: that part of the biosphere 
which is renewable (e.g. water and air, timber, 
much land, the population of non-extinct 
creatures, agricultural products) or which can 
be substituted for its use-value; however, that 
might be defined (e.g. Pearce, 1977). Examples 
of substitutable capital might include mineral 


30 This parallels the reason examination of “juridification”, see, for example, Teubner (1987), Laughlin & Broadbent (1991), 
and see also Gorz (1989) and Power (1991). 


31 Ultimately I can only offer a deontological position on this — any action which accords with the green vision, raises 
awareness of environmental issues and attempts to recapture “sustainability” from the Western politicians and economists 
who see it as entirely consistent with more Western (old-style) economic growth, seems to me to be a right action. 


32 The use of words such as “loss” and “depletion” are totally anthropocentric and conservative. Nothing is “lost”, it is merely 
transformed. In a “total ecology” world, we would focus upon entropy and the transformation of elements in the biosphere. 
The anthropocentric focus of the paper rejects the Lovelock Gaia hypothesis and sees actual diminution of the biosphere’s 
ability to sustain human and non-human life. At the opposite extreme, the more conventional environmental economists’ 
position would be concerned with assessing transformation in an economic sense — from biosphere into goods, for example. 
The extreme version of this is rejected (e.g. Gray, 1990d, f) and the paper will reject absolutely the notion that there can be 
some equivalence between biosphere and goods that can be measured and assessed through prices. However, the persuasive 
thesis of Daly (1980) and Daly & Cobb (1990) counsels the careful use of some of the economists’ tools and concepts. This 
will be obvious in what follows. 
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fuels or mineral building materials which can 
perhaps be substituted with some other means 
or material.?? 

Man**-made capital: Western capitalism has 
provided each subsequent generation, in the 
developed countries at least, with an ever- 
increasing amount of man-made capital — such 
things as machinery, technology and know-how, 
materials, housing, etc. This is what commercial 
activity appears to have set out to do and, for 
most people in the “over-developed” Western 
“democracies”, does it excessively well (e.g. 
Henderson, 1981, 1991). However, there are 
non-priced aspects of the man-made capital stock 
which are also being treated non-sustainably; for 
example, infrastructure, built environment and, 
perhaps critically if ethnocentrically, ethical and 
aesthetic values, human freedom and self- 
actualisation, justice, community and so on. It is 
a moot question as to whether man-made 
capital; if measured by other than traditional 
National Income methods, has actually been 
increasing, even in the West (Daly & Cobb, 
1990; Ekins, 1986; Dauncey, 1988). 

There is some dispute about the level at 
which sustainability should be sought: planetary, 
national or community, for example. Such 
dispute is largely fruitless if it becomes an 
excuse for inaction. So one way forward might 
be to try and translate these concepts to the level 
of the individual organisation and seek ways in 
which to introduce them to our accounting. As 
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organisations control much of the world’s 
industrial capacity, are deeply implicated in 
environmental degradation and must, therefore, 
be part of any solution, it seems reasonable 
to explore organisational sustainability as a 
complement to, not a substitute for, sustain- 
ability at other levels.*° It seems that any such 
accounting would have two major functions, 
both derived from the necessity of accountability 
and transparency discussed above. These func- 
tions would be (1) to keep organisational 
decision-makers informed of the extent to 
which their particular organisation was depleting 
the planet’s capital. In effect, this would, to 
use economists’ terms, be an attempt to 
“internalise” what have previously been treated 
as “externalities”; and (2) to keep society 
informed about the way its capital was being 
employed whether or not it was being maintained. 

There are, it seems to me, two ways in which 
sustainability accounting could be approached 
based upon the foregoing. The first would be a 
non-financial accounting which attempted to 
identify and then track elements in the three 
categories of “capital” which lay under the 
control of the organisation. The practical (and 
definitional) problems are clearly critical but, in 
principle at least, the very process of identifying 
critical, renewable or substitutable and man- 
made capitals would start the process of making 
biosphere interaction more visible. Thus, again 
in principle, it might be possible to identify 


53 It must be noted that from a deep ecology perspective very nearly all natural capital is “critical” in this sense. That is, first, 
the introduction of an ethic which gives all lifeforms a reasonable right to life places all habitat — human and non-human — 
on a par. Second, in our world of increasing scientific ignorance (i.e. scientific and economic developments are advancing 
faster than mankind’s ability to understand them and their interactions and implications) we cannot know which action will 
be life-threatening. Third, most, if not all, human interventions in the biosphere are major disruptions of the ecology (if only 
because of the scale of industrial activity and the levels of population) and, therefore, either directly or indirectly interferes 
with critical capital. For more detail, see Maunders & Burritt (1991). 


34] apologise for the gender-specific term. No sexism is intended — even though the male may well be held principally 
responsible for the devastation we are witnessing. The continued use of this term is (a) to maintain consistency with other 
literature, and (b) because other terms — created capital, humankind-made capital, etc. — rather lack the directness and 
historical referents of the term “man-made”. 


35 It is possible, of course, that focus on sustainability at organisational levels might hinder essential developments at 
community and national levels, for example. It is far from obvious that this need be the case and recent research experience 
would suggest that the opposite is more likely — namely that assumptions that responsibility for sustainability lie at national 
levels are hindering experiments at the organisational level (e.g. Porritt, 1989). 
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the diminutions (and improvements) in both 
natural capitals (depletion of mineral resources, 
use of non-renewable and renewable energy, 
habitat destroyed or replaced, influence on air 
and water quality, etc.) which have been 
necessary to “create” the increases in man-made 
capital as shown, for example, by changes in 
balance-sheet values.’ć There could be little 
precision in such accounts (and lack of precision 
might well be actually desirable), but they 
would point in the direction of sustainability. 
An alternative approach which has a much 
closer relationship with conventional accounting 
(and thereby suffers acutely from the earlier 
criticisms but has the advantage of being more 
immediately practicable, perhaps more accept- 
able, and thereby more subversive ) is to attempt 
to calculate a sustainable cost. Whilst I have 
argued elsewhere about the critical problems 
that arise from considering environmental issues 
within a price-driven framework and thus the 
incipient dangers of a financial numbers-based 
solution to environmental issues (Gray, 1990d, 
f), it may well be that much progress can be 
achieved — and (with luck) little violence done 
~~ by employing some conventional-looking 
financial accounting concepts to address the 
environmental sustainability of organisational 
activity. That is, following Daly and Cobb’s 
analysis of sustainability and their subsequent re- 
analysis of the concepts in Hicksian income, I 
wonder whether accounting might contribute 
to the development of sustainability by explor- 
ing the possibility of employing sustainable cost 
analysis as a shadow of current price-driven 
accounting information.’ This might provide us 
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with a starting point (and at a minimum it might 
stop some of the ridiculous claims for sustain- 
able activity which are now being made). 

This might work by trying to derive a parallel 
accounting system which provided calculations 
of what additional costs must be borne by the 
organisation if the organisational activity were 
not to leave the planet worse off, i.e. what it 
would cost at the end of the accounting period — 
to return the planet and biosphere to the point it 
was at at the beginning of the accounting perod. 
On the face of it, there is much to recommend 
such an idea. Critical natural capital is irreplace- 
able; its “sustainable cost” is infinite. Thus no 
“economic” decision would ever choose to use 
it, and this is the answer that is required for a 
green, sustainable accounting. Other natural 
capital will obviously cause profound problems 
but as we are trying to move away from 
mechanistic calculative decision making, any 
information which broadly illustrates the sort of 
magnitude of costs which must be incurred to 
return the planet to the state in which it was 
before a transaction may well encourage a more 
sensitive approach to decision making. 

To be effective, this shadow accounting system 
would, preferably, produce numbers which can 
be deducted from calculated accounting profit 
and be expended in the restoration of the 
biosphere. This will, thus, lead to a recognition 
that organisational income has been grossly 
overstated for some considerable time and that 
current generations have been benefiting at the 
cost of some future generation. The probability 
is that no Western company has made a 
“sustainable” profit for a very long time, if 


36 New Zealand local authorities have been experimenting with these ideas through reporting physical quantities of types of 
land, natural leisure facilities and aspects of the built environment that fall into their dominion. The idea is still in early stages 
of development. An alternative approach, this time using principally financial data, is being explored in France. In this case the 
development of satellite environmental accounts is being constructed as part of the National Income accounting system, and 
then attempts are being made to link these through to the accounts of the individual enterprise (e.g. Christophe, 1989). 


37 It is fully accepted that, in addition to all the other problems intrinsic to accounting and the use of calculative regimes to 
solve calculative problems, this suggestion is both potentially utterly conservative and, furthermore, relies upon prices, a 
pseudo-economic notion, and a concept “income” which is a socially constructed accounting artifact anyway. I think it is 
apparent that the ideas which follow flow from the earlier discussions and are not entirely incompatible with them. Ultimately 
though, any justification must be largely pragmatic — something needs to be done, this is sufficiently like “accounting” being 


a Trojan horse and, as we shall see, it produces the right sort of answers! 
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ever.>® (For more detail see, for example, Daly, 
1980; Daly & Cobb, 1990; Goldsmith et al., 
1972; Goldsmith, 1988; Ekins, 1986; Porritt, 
1989; Robertson, 1978, 1984; Ward, 1979.) 

To illustrate the idea and to explore the 
notion just a little further, it might be worth a 
brief speculation on one or two aspects that 
might form part of this “sustainable cost” of 
inputs method of dealing with sustainable 
activity. 

There will be several categories of “other 
natural capital” and they will differ from 
organisation to organisation.>? These might be 
classified as: 

Primary resource inputs: these would include 
minerals, timber, agriculture, fisheries, etc. The 
sustainable cost would only have to be calculated 
or estimated at the point of extraction, sub- 
sequent prices passing this on to secondary 
users. The need for sustainable fishing, agriculture 
and forestry is currently widely discussed. The 
cost of sustaining self-renewing species might be 
estimated as the cost of replenishment but 
discounted in some way to the point of maturity, 
i.e. to the point where the fish could be caught 
and eaten, the timber logged, etc.*° The cost of 
(e.g.) over-logging or over-fishing (a state which 
is difficult to define) might therefore be so 
considerable as to prevent “economically” 
worthwhile exploitation of the resource. For 
non-self-renewing resources, notably minerals, 
some decision about “use-substitute” would 
have to be made so that (e.g.) energy mineral 
extraction was charged with some figure for 
(say) research into renewable energy resources 
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— coal profits into solar panel or wind-power 
generation.*! Similarly (whilst recognising that 
it is impossible to assess what future and 
essential use future generations might find for 
(e.g.) limestone or oil), the income from the 
activity would have to bear a charge for 
establishing an alternative source of renewable 
resource with the same use and use-substitute. 

“Input” of waste-sink capacity: the use of air, 
sea, water, land, etc., for emissions and for waste 
disposal must be charged with correction of 
damage costs; that is, the costs necessary to 
return. the sink to its original state. This may well 
tend to encourage organisations (as govern- 
ments the world over are attempting) to reduce 
waste towards zero and, with developments 
such as the U.S.A. Superfund Act (e.g. Specht, 
1991) these costs are being articulated through 
legislation. Where this is impossible or not 
directly possible (as, for example, in the 
contribution to the greenhouse effect), alternative 
ameliorating investment could be charged. This 
could, for ‘example, be related to the re- 
establishment of forest to at least attempt to 
balance the carbon dioxide issue (if this is not 
naive chemistry! ). 

Stewardship assets: such matters as land and 
habitats must be returned to their original 
condition or alternatives provided. There is an 
increasing amount of this in industry where 
these costs are now directly borne by the 
organisation, in re-landscaping or re-habitating 
after use of land (e.g. Elkington, 1987). 

The practical and theoretical problems with 
this sort of approach are clearly monumental*” 


38 And this looks like the sort of answer we might want. The desire and shock is probably achieved. It is also clear that this 
enables us to introduce consideration of the issues raised by the “lesser-developed” countries, but that is outside the scope of 


the present paper. 


3? There are “private” aspects of man-made capital that perhaps should also be dealt with here — notably built environment. 
This, however, raises severe problems of definition that will need to be dealt with and so are left for future analysis. 


4° There are any number of obvious and perhaps not so obvious problems with this analysis but it might provide a starting point. 


41 As is beginning to happen — at least in electricity generation industries. 


42 And these problems to some extent echo earlier attempts and financially based social accounting (see, for example, Gray et 


al., 1987; Estes, 1976). 
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but are offered here as suggestions, as stimuli 
and as a first approximation from which the 
essential but awesome task of accounting Tor 
sustainability might develop. : 









CONCLUSIONS 


Essentially, this paper, as it currently stands, 
has sought to make an explicit introduction of 
deep green thinking to the accounting literature 
and therefore begin a process of providing a 
more explicit and theoretical basis for the 
development of new accountings in the social 
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and environmental public interest. As I started 
so I finish; the accounting literature is increasingly 
informed by scholarly critiques of accounting as 
it is but the radical developments have offered 
sty few hostages to fortune in the form of 
etailed proposals of what accounting might 
look like. This has been the explicit project of 
Gray et al. (1986, 1987, 1988, 1991, forth- 
coming) and Gray (1990d). One explanation for 
the lack is the observation that it is profoundly 
difficult to begin to reconstruct the world 
through the imaginings founded upon (financial) 
accounting. I suspect this paper has illustrated 
this point rather clearly. 
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Abstract 


In a search for solutions to ecological issues, the concept of company-wide environmental control (CWEC) 
has been developed in The Netherlands. Within this integral approach to corporate pollution control, notions 
like environmental reporting, materials registration, green accounting and environmental auditing play a 
prominent role. These notions are being fiercely debated and negotiated on the Dutch political market. The 
determination of their exact meaning and whether they need to be anchored in legislation is also dependent 
on the possibilities and impossibilities of involving the chartered accountant in CWEC. His or her role might 
be decisive in this respect. However, despite the fact that the debate on CWEC has not been finished yet, and 
although much research on the above-mentioned notions still needs to be done, there is a fair chance that 
corporate green reporting will become standard practice in The Netherlands. 


A commendable attempt is being made in The 
Netherlands to reduce pollution caused by 
corporate activities. Companies are increas- 
ingly implementing a system of company-wide 
environmental control (CWEC), a concept 
developed in the second half of the 1980s. 
However, this does not mean that the ideas on 
CWEC have taken definite shape. The nature 
and content of corporate pollution control and 
environmental care are still subjects of political 
and social controversy. 

The purpose of this article is to depict the 
rather complicated debate on CWEC in The 
Netherlands and to discuss how CWEC and 
the accountancy profession affect each other. 
Firstly, the concept of CWEC is explained. 
Secondly, the notion of the political market, 
where the debate on CWEC is taking place, 
is elucidated. Thirdly, the historical perspec- 
tive to the ecological issue is examined. 
In the fourth section, the wide diversity of 


opinion between the main stakeholder groups 
involved is reviewed. This is then further 
illustrated by discussing the strategic impor- 
tance of CWEC and (strategic) corporate 
reporting. The involvement of the chartered 
accountant in CWEC is discussed thereafter. 
Following this discussion, three options for 
corporate environmental reporting are devel- 
oped. Finally, some concluding remarks are 
presented. 


THE CONCEPT OF CWEC 


Two cornerstones of the Dutch government's 
green policy are the improvement of and the 
compliance with environmental regulations, 
and the internalization of this green policy. The 
compliance with environmental regulations has 
become a subject of growing concern in recent 
years. However, the government has also realized 
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that laws and the issuing of licences’ are not 
enough to protect the environment (VROM, 
1989, p. 8). Therefore, the government is trying 
to persuade all social groups, including industry, 
to incorporate the environment as an integral 
part of their objectives and activities. A greening 
of their awareness is promoted through experi- 
mental projects, covenants, subsidies, etc. This 
is the essence of the notion of internalization 
(VROM, 1989, p. 9). According to the govern- 
ment, everyone and every organization should 
take responsibility when it comes to the 
environment. 

As part of the national green policy, the 
concept of CWEC has emerged as a result of 
close co-operation between the government 
and industry in a Commission called CWEC? 
(Commission on CWEC, 1988). Before that, the 
most vital aspects of this concept were already 
developed by two employers’ confederations? 
(VNO/NCW, 1985a, b, 1986, 1988). Since 
the establishment of the above-mentioned 
Commission, CWEC has been defined as: “the 
systematical application by the company of 
all provisions aimed at gaining insight into, 
controlling, and, if possible, reducing the effects 
of the company’s activities on the environment” 
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(VROM, 1989, p. 21). Although it is not meant 
to be a blueprint for every situation or 
company, a system of CWEC, worthy of that 
name, has to contain the elements which are 
summarized in Table 1. 

Each CWEC-element may serve internaliza- 
tion as well as compliance purposes. They can 
be viewed both as internal management tools 
and as instruments which may make the 
external control of the company more effective. 

If the emphasis is placed on CWEC as a 
management tool, a similarity with company- 
wide quality control is often noticed (e.g. 
VROM, 1989, p. 13). From this viewpoint, the 
environment should receive just as much 
commitment from management and employees 
as total quality control requires. Both are of 
a strategic nature, both demand a change 
in attitudes and skills of management and 
employees. However, in this case, the CWEC- 
elements are primarily internal devices aimed 
at improving the company’s awareness of its 
ecological impact. 

On the other hand, CWEC can facilitate the 
external control performed by governmental 
agencies or by independent experts like a green 
accountant. As with financial accountancy, 


1 By means of an extensive system of licences, the competent authorities (i.e. the Minister, the Provincial Executives or the 
Mayor and Aldermen of the municipality) can impose obligations on organizations in order to guarantee that the 
organization’s activities do not lead to adverse effects on the environment, or that these effects are reduced to an 
acceptable level. Organizations that fall under acts like the Nuisance Act, the Waste Act, and the Pollution of Surface Waters 
Act have to apply for such licences, In practice, virtually all companies are confronted with these regulations. 


2 The Commission was an alliance between the central and local governments, district water boards, the bureaux of 
Environment and Planning of the two largest employers’ confederations (the Verbond van Nederlandse Ondernemingen 
(General Confederation of Dutch Enterprises, hereafter VNO) and The Nederlands Christelijk Werkgeversverbond (Dutch 
Christian Employers’ Confederation, hereafter NCW)), and ten companies in which the experimental projects were 
conducted. $ 


3 That the employers’ confederations and, as becomes clear further on in this article, the employees’ federations play such 
important roles in the debate on CWEC, is largely due to the specific organization of Dutch labour relations. As compared 
to, for example, the United Kingdom, Dutch labour relations are highly centralized, heavily institutionalized, to a large 
extent anchored in legislation, and fundamentally based on co-operation between the involved parties rather than on 
conflict (Dekker & Huizing, forthcoming). This specific organization is reflected in, among others, the presence of national 
institutions which assist the government in assessing and executing its socio-economic policy. It is standard practice that 
the main stakeholder groups take a seat in such institutions and their commissions (e.g. the Foundation of Labour, and the 
Socio-Economic Council). Regarding the environment, the Central Council for the Environment (Centrale Raad voor de 
Milieuhygiéne) serves as a platform for the 35 members who represent the environmental organizations, the employers’ 
confederations, the employees’ federations, the local, regional and national government, etc. In a section further on in this 
article, in which we develop three options for corporate environmental reporting, we will return to this matter, because 
the specific institutionalization of our social relations may also affect corporate environmental reporting. 
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TABLE 1. Elements of CWEC 





. CWEC-elements 


The environmental policy statement 


Description 





The environmental policy of the company, preferably in writing, including 
(among others) the long- and short-term objectives 

The planned activities with regard to the environment, stated in writing once 
every year, in order to plan and structure the environmental care of the 
company 

To create a clear-cut organization and consultation structure (tasks, 
authorities, etc.) as to environmental affairs, e.g. by appointing a select (team 
of ) environmental co-worker(s), who (which) pays special attention to the 
integration of environmental care with the other aspects of business 
operations (research and development, production, etc.) 

To measure and record the expenditure of energy, waste, emissions, etc., 
with reference to the instructions inserted in licences or to those of the 
company itself, in order to gain insight into the company’s total burden on 
the environment 

To enhance in-house expertise, attitudes and professional skills, management 
and personnel need to be guided and trained 

Reporting, internal to the management, and external to governmental 
agencies and the public in generat 

The systematical and independent investigation into the working methods 
and procedures used in the company, taking into account, if necessary, the 
technical, administrative, organizational and juridical aspects 


The environmental programme 


Integration of environmental care into the 
normal conduct of business 


Measurements and registrations 


Internal guidance and training 
Internal and external environmental 


reporting 
Environmental auditing 


Source: VROM (1989, p. 1). 


these agencies or experts should be supported 
by an adequate system of internal control to 
fulfil their tasks. A system of CWEC may also 
serve this purpose. Thus, from this view- 
point, the merits of CWEC-elements are mainly 
considered in terms of the extent to which they 
will make external control of the company 
meaningful. 

This distinction between internalization and 
compliance purposes largely explains the exist- 
ence of the sharp disagreements on CWEC 
between the main stakeholder groups. The 
employers’ confederations always stress their 
own responsibility for adequate environmental 


care (i.e. internalization). Consequently, they 
oppose every new governmental regulation. 
Instead, the environmental organizations‘ and 
the employees’ federations? continuously em- 
phasize the external control with regard to 
the compliance with regulations. In their 
opinion, certain CWEC-elements should be 
firmly anchored in new legislation, which 
is regarded as a prerequisite for companies 
in order to implement effective systems of 
environmental care. The government often 
intervenes by accentuating both internalization 
and compliance purposes. Finally, the chartered 
accountants are still arguing about what their 


4The two main environmental organizations in the Netherlands are the Stichting Natuur en Milieu (Foundation of Nature 
and Environment, hereafter SNM) and the Vereniging Milieudefensie (Environmental Protection Association, hereafter 
VMD). SNM is an alliance of 20 environmental organizations. SNM and VMD, along with five other independent 
environmental organizations, work together in the Landelijk Milieu Overleg (National Consultation on the Environment, 
hereafter LMO). 


> Dutch employees’ federations have entered the debate on CWEC rather late, because they could not reconcile the 
interest of the environment with that of full employment (FNV, 1988, p. 2). Since 1988, however, they have co-operated 
closely with the environmental organizations, which explains the similarity in their opinions on CWEC (see Table 2). The 
most active federation is the Federatie Nederlandse Vakbeweging (Federation of Dutch Trade Unions, hereafter FNV), 
which also is the largest federation in The Netherlands. 
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exact role in CWEC might be. These differences 
in opinion determine the way CWEC-elements 
like environmental reporting and auditing, 
materials registration and green accounting are 
discussed in The Netherlands. 


THE POLITICAL MARKET 


The debate on CWEC is taking place on what 
is nowadays called the political market (Leyer 
et al., 1986). This market may be envisaged as a 
social platform where a wide variety of public 
issues with regard to — among others — the 
company are discussed by virtually everybody 
involved, either directly or through representa- 
tive organizations. It is a useful concept to 
describe how social changes are being guided 
and directed in pluralistic societies where 
government and public policy-making are closely 
interlinked with privately organized interests. 

Companies meet most of their external 
contacts on commercial markets (labour, con- 
sumer, financial, etc.). These markets, however, 
do not always function perfectly. All kinds of 
socially undesirable side-effects caused by the 
company’s activities are not settled on the 
markets on which they arise (e.g. pollution). 
These side-effects or external effects slumber 
“above the market” until someone, a certain 
group of people or an organization formulates 
them as a major problem or a public issue that 
has to be dealt with. Subsequently, whenever 
the market in question is not capable of solving 
this issue independently, a call for govern- 
mental regulation often follows (stage 1, the 
stage of social expectation). After this appeal is 
honoured, the issue may be placed on the 
political agenda (stage 2, the political stage). A 
political decision process comes into opera- 
tion to which many parties may contribute 
(ministers, members of parliament, civil servants, 
companies, pressure groups, media, trade unions, 
scientists, etc.). This stage of public debate 
and negotiations frequently gives rise to the 
formulation of governmental policy or regula- 
tion, with which the government tries to tackle 
the issue (stage 3, the legislative stage). In the 
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fourth and last stage — the social -control stage 
— the issue is regarded as at least temporarily 
solved. The political and social attention it 
receives gradually decreases, although the issue 
may always arouse a renewed public interest in 
the future. 

In other words, the “products” of the political 
market are, like those on the commercial 
markets, subjected to life-cycles. According to 
Marx (1990, p. 12): “The social expectations of 
yesterday become the political issue of today, 
and the legislative requirement of tomorrow, 
and the litigated penalties of the day after”. 
Issues are successively identified, ventilated, 
granted, negotiated and disappear, although not 
every issue follows this straightforward path. 

In the past 20 years the environment has 
turned into a high-ranking issue on the political 
agenda of many countries and supranational 
organizations like the United Nations and the 
European Commission. Media and groups of 
stakeholders almost continuously feed the 
political decision processes with what might be 
called sub-issues concerning our “common 
future”: global warming, threats to the Earth’s 
ozone layer, disappearing rain forests, the 
greenhouse effect, etc. All these sub-issues 
are segments of the (inter )national political 
markets, each of them capable of arousing 
special and sudden attention by stakeholders. 


THE ENVIRONMENTAL ISSUE ON THE 
DUTCH POLITICAL MARKET 


In the last 20 years, the green policy of the 
Dutch government has become increasingly 
stringent (cleaning up polluted soil, reduction 
of emissions, etc.). New environmental regula- 
tions (laws, licences) have succeeded each 
other rapidly. However, in this apparently 
continuous regulation process, two breaking 
points can be distinguished; the first around 
1979 and the second around 1987. Both times 
the social consciousness of the gravity of the 
ecological crisis increased considerably, which 
induced accelerations in the regulation process. 
As a result, three phases or life-cycles may be 
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Level of Regulation 





1971-1979 __ 1979-1987 


Time 


1987- ? 


Fig. 1. The environmental issue on the Dutch political 
market. 


discerned in Dutch environmental policy (see 
Fig. 1). 

For almost a century, the sole act available for 
environmental control was the Nuisance Act of 
1875 (RIVM, 1988, p. xiii) which only focused 
on local ecological problems. In the late 1960s 
the focus shifted towards the national level. For 
the first time in history, the environment 
received explicitly public and political atten- 
tion. For instance, in 1971 the former Ministry 
of Social Affairs and Health was transformed 
into the Ministry of Health and Environmental 
Affairs, which meant more than a simple change 
in nomenclature. The environment became an 
autonomous area of Dutch policy. Another 
example is the report of the Club of Rome 
(1971), which shocked the world.® Unbridled 
economic growth, with considerable hazards 
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for the environment and exhaustion of scarce 
raw materials, has been perceived with a great 
deal of concern ever since (Hueting, 1975). 

After the first governmental document (the 
Note on Urgency Concerning the Environment, 
1972), a whole series of new environmental 
acts followed (e.g. the Chemical Waste Act, 
1976; the Waste Act, 1977). In essence, these 
acts were local and regional in nature, and were 
not coherent (Kivits et al, 1989, p. 12). The 
General Regulations for the Environment Act 
(1979) brought more unity in the dispersed 
legislation and concluded the first phase of 
Dutch environmental policy. In this 1979 Act 
the procedures to bring about ministerial 
directives concerning many environmental acts 
were included. A separate section was also 
devoted to the environmental impact statement.” 
It was the intention of the legislator to 
incorporate a large number of environmental 
acts into this 1979 Act. 

The second phase of the regulation process 
started with the ecological scandals in the city 
of Lekkerkerk (1979) and the chemical waste 
disposal company Uniser (1981). Both calam- 
ities were extensively covered in the media, 
which forced the government to conduct in- 
depth investigations. These led to two reports 
and a long-range research programme into 
the compliance with environmental regula- 
tions.? Notions such as environmental reporting, 
materials registration, green accounting and 
environmental auditing were introduced and 


Ś This report anticipated a total exhaustion of a number of scarce raw materials and a deterioration of the quality of our 
biosphere before the turn of the century as a result of the prolonged growth of production and population in western and 
developing countries. 


7 The purpose of environmental impact statements is to ascertain that the possible ecological effects of new, large-scale 
activities ace taken into account while deciding on these activities. Since 1987 such statements have been compulsory in 
The Netherlands for activities such as the construction of (air)ports and roads. 


8 In 1979 it turned out that a residential area of the city of Lekkerkerk was built on heavily polluted soil. A 3m layer of soil 
with organic chemical waste, including the soil on which the houses were built, had to be removed. Soon other cities 
- reported similar cases of severe ground pollution. “Lekkerkerk” was no incident. In 1981 the conclusions of a judicial 
inquiry into the illegal dumping of chemical waste into a river by the company Uniser were published. Uniser was found 
guilty of fraud, forgery and infringement on a number of environmental acts. Both events have been more important for the 
awakening to the ecological crisis than the OECD report “Facing the Future” (1979). 


? The two reports are: Uniser-Commission, TK 1982—1983, 17600, XI, no. 129, and DHV Raadgevend Ingenieursbureau 
Ltd., 1984. The results of the above-mentioned research programme have been published in the Derde Voortgangsbericht 
ontwikkeling handhaving milieuwetgeving (TK 1988-1989, 20800, XI, no. 34). 
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elaborated. A legally liable materials registra- 
tion for the chemical industry, which would 
have to be verified by a chartered accountant, 
was advocated. Experimental projects, conduc- 
ted as part of the above-mentioned research 
programme, indicated that the presence of a 
CWEC-system was a precondition for environ- 
mental auditing. Consequently, CWEC was 
granted a major role in the development of 
solutions to ecological issues, and in this area, 
industry took the lead (VNO/NCW, 19835a, b, 
1986). 

In this second phase of Dutch environmental 
policy, legislation was extended and improved 
as well (e.g. the Groundwater Act, 1981; the 
Hazardous Materials Act, 1985). In addition, a 
shift occurred in legislation and jurisprudence. 
The onus of proof was reversed for the first time 
in the Soil Protection Act (1986). Formerly, the 
guilt of the user of the soil had to be 
demonstrated, but now the user has to prove 
his or her innocence. Unless the present user is 
able to show that he or she cannot be blamed 
for the causes of the pollution, the effects of the 
detected pollution will be charged to his or her 
account. Increasingly, the principle of “the 
polluter pays” became the crux of environ- 
mental policy. This changing opinion on the 
liability for damaging the environment led 
to questions in the accountancy profession 
on whether environmental aspects should be 
accounted for in the balance sheet (e.g. polluted 
soil, hard-to-process waste materials) (Bins- 
Hoefnagels et al., 1986). The sharpened liability 
policy also meant an extra incentive for business 
to implement a system of CWEC. 

In 1987, the World Commission on Environ- 
ment and Development presented its “global 
agenda for change” — the Brundtland-report — 
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which marked the dawning of the third phase in 
Dutch environmental policy.!° This report led 
to the first national environmental investigation 
in The Netherlands (RIVM, 1988). This investiga- 
tion with cold figures and future scenarios 
revealed, as well as the Brundtland-report, such 
confidence in new technologies and social 
flexibility that a sustainable development!! was 
considered to be realistic. The gloominess of 
the report of the Club of Rome had been turned 
into a prudent optimism with regard to the 
compatibility of the current economic order 
with a responsible environmental policy. 

The Brundtland-report and the national in- 
vestigation were made concrete in the Nationaal 
Milieubeleidsplan (the National Environmental 
Policy Plan, 1989; hereafter NMP), which was 
signed by four ministries.'* The NMP contains 
many objectives, scenarios, instruments and 
actions with regard to several themes (the 
greenhouse effect, global warming, etc.). It is 
estimated that the ecological costs will rise to 
3% of the National Income in 1992, after which 
they will decrease to about 2% in 2010. (In the 
meantime, the National Income is expected to 
increase by 2% to 3% each year.) The proposed 
policy measures will amount to an extra 6650 
million guilders in 1994 as compared to 1988. 
For our purposes, however, the NMP is not as 
important as the already quoted report on 
CWEC (VROM, 1989). In this governmental 
report the ideas on CWEC, stipulated in the 
NMP, were further elaborated. 

By the time the NMP was published, the 
cabinet had already resigned. In the run-up to 
the elections every political party devoted its 
full attention to the environment. However, the 
fall of the cabinet in 1988 also delayed the 
discussion on CWEC in parliament. In the 


10 This report has broadened the perspective substantially by including the large-scale global ecological hazards, by 
discounting the long-term effects for the next generations, and by pointing out the relationship between the quality of the 


environment and the socio-economical development. 


11 This key concept of the Brundtland-report (1987, p. 43) is defined as a: “... development that meets the needs of the 
present without compromising the ability of future generations to meet their own needs”. 


12 Namely, the Ministry of Housing, Regional Development and the Environment (which resulted in 1982 after a 
restructuring of Dutch Ministries), the Ministry of Transport and Public Works, the Ministry of Agriculture and Fisheries, 


and the Ministry of Economic Affairs. 


Stakeholders’ 
issues 


Implementation of 
CWEC 

Legal obligation of 
CWEC? 

Internal reporting 

External reporting 


Materials registration 


Green accounting 


Internal auditing 


External auditing 


Social control 
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TABLE 2. The different points of view of the main stakeholders 


Government 


yes 
as yet no 


yes 
yes, excluding 
confidential 
information 

yes, if possible 
(further. research is 
necessary) 

only for specific parts 
of corporate reporting 
yes, important 
outcomes to the 
government 
applicability in 
legislation (further 
research is 
necessary) 

primarily by the 
government with a 
growing emphasis on 
the effectiveness of 
CWEC of companies; 
licences, green 
reporting, accounting 
and auditing 


Employers’ 
confederations 


yes 
no 


yes 
possibly, but not to 
be made compulsory 


generally 
impracticable and 


superfluous 


no 


yes, but not to be 
made public 


no 


primarily by the 
company through 
CWEC; the 
government only 
needs to inspect if the 
company is effective 
in its CWEC; and 
through (simplified) 
licences 


Environmental 
organizations 


yes 
no 


voluntarily 
compulsory for 
licenced companies 


compulsory for 
heavily polluting 
companies 

yes 


voluntarily 


applicability in 
legislation; results to 
be made public 


rigorous control by 
the government; 
green reporting, 
materials registration, 
green accounting, 
and external auditing 


433 


Employees’ 
federations 


yes 
no 
voluntarily 


compulsory for 
licenced companies 


j compulsory for 


heavily polluting 
companies 
yes 


voluntarily 


applicability in 
legislation; results to 
be made public 


rigorous control by 
the government; 
green reporting, 
materials registration, 
green accounting, 
and external auditing 


meantime, the NMP Plus (1990) had been 
published. This recent achievement of the 
government elaborates on the broad themes 
of the NMP, and has been followed by 
several regional and sectoral initiatives. Further- 
more, in the NMP Plus, the Minister for 
Housing, Regional Development and the Environ- 
ment has announced higher taxes, more 
subsidies, and new and improved environ- 
mental legislation (e.g. concerning energy 
consumption and waste production). This new 
but not yet enforced legislation is indi- 
cated by the interrupted end of the line in 
Fig. 1. 

In this third life-cycle in the regulation 
process environmental organizations, employees’ 
federations, chartered accountants and firms 
of consulting engineers entered the political 
market. With more actors on the stage, 


considerable differences in opinion on CWEC 
emerged. 


THE DIFFERENT POINTS OF VIEW OF 
THE MAIN STAKEHOLDERS 


The instruments environmental reporting, 
materials registration, green accounting and 
environmental auditing can serve internalization 
and compliance purposes. As stated earlier, 
this contrast in purposes largely explains the 
existence of the substantial differences in 
opinion between the main stakeholder groups. 
The emphasis on internalization or compliance 
also determines the opinions on how the 
compliance with environmental regulations — 
the fourth and last stage of the issue life-cycle 
— should be enforced. Table 2 summarizes the 
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debate on the most important issues at stake. 
Each of these issues will be examined below. 


Implementation of and legislation on CWEC 

CWEC is unanimously viewed as a potentially 
effective means that might improve the eco- 
logical performance of companies. Consequently, 
its implementation is advocated by all parties. 

The government has stated its environmental 
objectives in a report called CWEC (VROM, 
1989). For the time being legislation on CWEC 
has been renounced, although certain CWEC- 
elements can be made obligatory in licences 
and implementing orders on the basis of 
existing acts (e.g. emission and waste data). 
Moreover, all 10,000 to 12,000 medium to 
large sized companies with particular ecological 
risks should have a system of CWEC by 1995.1? 
In the same year, 250,000 other companies falling 
under the Nuisance Act should have a partial 
CWEC-system. In 1992 an intermediate evalua- 
tion will take place. If, by that time, insufficient 
progress has been made as to the implementa- 
tion of CWEC, legislation may still follow. Thus, 
in exchange for abandoning the path of legisla- 
tion, the government is expecting a “voluntary” 
contribution of the industrial community. Such 
“trade-offs” are typical of doing business on the 
political market. 

The environmental organizations renounced 
legislation on CWEC for completely different 
reasons. According to them, CWEC-elements 
aimed exclusively at internalization (viz. internal 
reporting, internal auditing) are internal business 
affairs which do not require any specific 


attention of the environmental organizations. - 


Instead, they focus on the disclosure of corp- 
orate information and on additional monitoring 
activities of the government (VMD/SNM, 1988, 
p. 18). On this basis “only” legislation on the 
CWEC-elements of external reporting, materials 
registration, green accounting and external 
auditing is proposed. Afterwards, these opinions 
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were fully adopted by the employees’ federation 
FNV (FNV, 1990; see also note 5). 


Internal and external reporting 

Internal and external reporting are regarded 
by the government as indispensable elements of 
CWEC (VROM, 1989, p. 25). Regarding internal 
reporting — the internal provision of informa- 
tion to the management — the employers’ 
confederations share this opinion (Commission 
on CWEC, 1988, p. 63). As mentioned before, 
the environmental and employees’ organiza- 
tions consider this CWEC-element an internal 
business affair. The implementation should be 
left up to the corporate community. Thus, as far 
as internal reporting on ecological affairs is 
concerned, hardly any difference in opinion 
exists between the stakeholders involved. 

On the other hand, the opinions on external 
reporting differ widely. The government recom- 
mends industry to report to governmental 
agencies and the public in general on the 
functioning and performance of the CWEC- 
system (VROM, 1989, p. 26). Moreover, external 
reporting should meet the already existing 
disclosure provisions laid down in licences or 
general legal regulations. Because the Freedom 
of Information Act (Wet Openbaarheid van 
Bestuur) applies to such disclosures, the 
information provided to the government is, 
in principle, publicly available. (However, 
confidential corporate information may be 
excluded from this.) 

The environmental and employees’ organiza- 
tions carry the discussion a step further (LMO, 
1989, p. 10; FNV, 1990, p. 3). They advocate a 
compulsory green report that should be audited 
by a chartered accountant, analogous to annual 
financial reporting. This option is strongly 
rejected by the employers’ confederations. As 
an alternative option, they suggest the voluntary 
inclusion of a separate environmental section in 
the director’s report or in the annual employee 


13 This mainly concerns the food, steel, plastic and chemical industries. The larger companies are distinguished from the 
smaller ones through the prevailing licence procedures. For instance, companies which have to apply for a national or 
provincial licence also have to implement a complete CWEC-system (for other criteria, see VROM, 1989, p. 23). 
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report (VNO/NCW, 1988, p. 22).'4 Relatively 
heavily polluting companies could, also volun- 
tarily, publish a separate green report (VNO/ 
NCW, 1990, p. 24). Clearly, the employers’ 
confederations do not wish to be confronted 
with more regulations. 


Materials registration and green accounting 
A separate and vital part of a green report 
could be materials registration. Materials registra- 
tion is a notion that covers a materials balance 
sheet, materials bookkeeping, and the registra- 
tion of particular materials or flows of materials. 
Its purpose is to determine which materials can 
be found where and in what quantities in the 
production processes. For instance, if a company 
wants to reduce its waste production, it first has 
to identify and characterize the generated flows 
of waste materials. The company has to find 
answers to questions such as: which parts of the 
production processes generate flows of waste 
and emissions, what is the composition of 
these flows and emissions, etc. The necessary 
information to answer these questions could be 
acquired from production schedules, chemical 
analysis, specific measurements, registrations of 
emissions, etc. With the information acquired, 
flow charts can be produced which form the 
basis for materials balance sheets. Such materials 
balance sheets can be prepared on the basis of 
the basic equation: outgoing materials = in- 
going materials. However, if, for instance, 
chemical reactions occur in the production 
process, the appropriate equation might change 
into: outgoing materials +/— emissions = 
ingoing materials. Such equations have to be 
developed for each kind of material and for all 
materials together. Previously unknown emis- 
sions may be quantified in this way. For 
example, the quantity of solvent which evap- 
orates from a cleaning tank within a certain 
period can be estimated by comparing the 
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Fig. 2. Flows of materials in a simple production process. 
(Source: VNO/NCW, 1985a, p. 2, slightly adapted.) 


quantity of solvent that has been put into the 
tank with the quantity that has been taken out 
of it. 

The environmental and employees’ organiza- 
tions, again referring to better opportunities 
to enforce the compliance with regulations, 
demand a legally compulsory materials registra- 
tion for heavily polluting companies (e.g. the 
sector of chemical waste disposal). These 
registrations should be audited by a chartered 
accountant (VMD/SNM, 1988, p. 26: FNV, 1990, 
p. 3). 

In turn, the employers’ confederations (VNO/ 
NCW, 1985a, p. 6) state that materials registra- 
tions are both impractical and superfluous. 
Figure 2 helps to explain this view. In Fig. 2 the 
;ows of materials are divided in three categories: 
A: flows of materials with a positive value (e.g. 
materials, additives, (semifinished) products); 
B: flows of materials with a negative value (e.g. 
waste, used additives); C: dilute emissions (e.g. 
air, water). 

In order to be able to make a materials 
balance sheet, all flows of materials of categories 
A, B and C must be accurately known. Materials 
of category A are normally recorded for 
business purposes or because environmental 
and safety regulations force companies to do 
so. However, the structure and quantity of 


14 In The Netherlands, limited legal disclosure provisions concerning the content of the directors’ report have been 
enforced (section 391 of the Civil Code, Book 2). However, they do not refer to environmental information. On a voluntary 
basis, annual employee reporting — information provided by the company primarily to its employees — occurs on a wide 
scale (see also the section in this article in which three options for corporate green reporting are developed). 
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flows of materials of categories B and C 
tend to change, undesired chemical reactions 
might occur, the used materials may be non- 
homogeneous, and emissions of hazardous 
materials can occur in such small quantities that 
they are difficult to trace. Therefore, according 
to the employers’ confederations (VNO/NCW, 
1985a, p. 5), materials registration can never 
become a reliable instrument. 

Accordingly, the employers’ confederations 
(VNO/NCW, 1985a, p. 7) also resist the notion 
of green accounting. They view the green 
accountant, who would have to audit and 
certify corporate environmental reporting, 
whether or not including materials registration, 
as a superfluous link in the chain between the 
monitoring government and the company. 

The government (VROM, 1989, p. 35) is also 
not convinced of the benefits of green account- 
ants auditing all the disclosed information. 
On the contrary, in its opinion, the licence 
granting authorities are responsible for evaluating 
corporate performance on CWEC, although 
certain parts of corporate reporting might be 
accompanied by an unqualified opinion of a 
chartered accountant (e.g. registration of emis- 
sions and of waste materials). However, before 
taking a definite standpoint on materials registra- 
tion and green accounting, the government is 
waiting for the results of current research and 
experimental projects. We will return to this 
issue further on in this article, when we discuss 
the role of the chartered accountant in CWEC. 


Internal and external auditing 

An environmental audit can be defined as the 
systematical and independent investigation into 
the working methods and procedures used in a 
company, taking into account, if necessary, the 
technical, administrative, organizational and 
juridical aspects. Its purpose is to assess 
whether the company controls its effects on 
the environment, and to identify aspects for 
improvement. Environmental auditing may be 
divided into internal and external auditing. The 
internal audit is commissioned by the company 
itself; the external audit is ordered or requested 
by parties other than the corporate management. 
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Internal audits can be conducted by internal 
or external experts (management vs chartered 
accountants, or engineers). According to the 
government (VROM, 1989, p. 36), responsible 
governmental agencies should be informed on 
the most important outcomes of the internal 
audit. Beyond that, companies should be free 
in their choice whether or not to make 
this information public. Industry also supports 
internal auditing, but is opposed to bringing 
the results out into the open (VNO/NCW, 
1986, p. 21). Finally, the environmental and 
employees’ organizations, as mentioned above, 
regard internal auditing as an internal business 
affair that does not give rise to any further 
remarks. 

External auditing has been proposed by the 
environmental organizations (VMD/SNM, 1988, 
p. 31) as an addition to the set of instruments 
that the government can apply to enforce the 
compliance with environmental regulations. It 
is an additional instrument, i.e. external auditing 
is not an explicit CWEC-element. It should only 
be put into practice on certain conditions, for 
instance, whenever companies are frequently 
violating the regulations. Environmental organ- 
izations or alarmed citizens should also be 
able to request such an audit. Therefore, the 
environmental and employees’ organizations 
wish that external auditing will be anchored in 
legislation. Moreover, the audit-report, which 
completes the audit, should be disclosed publicly 
(confidential information excluded). 

The government has adopted this proposal of 
the environmental organizations. Its applicability 
will be researched, despite the objections of the 
employers’ confederations, who perceive an 
enforceable external audit as inconsistent with 
the internalization principle (Kik & Janssen, 
1989, p. 40). 


How to enforce the compliance with 
environmental regulations? 

In the last two stages of the issue life-cycle, an 
effective set of social control mechanisms has 
to be established. Which set of instruments will 
be adequate to enforce the compliance with 
environmental regulations? The opinions of the 


THE DUTCH ENVIRONMENTAL ISSUE 


various stakeholder groups on this issue are 
again very different. 

The environmental and employees’ organiza- 
tions (VMD/SNM, 1988; FNV, 1990) advocate 
the most extensive set of instruments: environ- 
mental reporting, materials registration, green 
accounting and external auditing, all of which 
would have to be laid down in legislation, and 
rigorous governmental control. According to 
them, companies simply have to be monitored 
regularly, even if they have implemented a 
CWEC-system. 

The employers’ confederations take a different 
position (VNO/NCW, 1986, p. 23). In companies 
with CWEC, governmental control could be 
limited to monitoring the internal control 
system of the company. Furthermore, they 
relate a well-performing CWEC-system with 
a simplification of the prevailing licence 
procedures (Commission on CWEC, 1988, 
p. 73). Licences should be easier to obtain for 
companies that have proven to behave in an 
ecologically sound way. The environmental 
organizations persistently warn against such 
trade-offs. They fear that the concept of CWEC 
will be (mis)used as an excuse to reduce 
governmental control (LMO, 1989, p. 7). 

The government intervenes between the 
conflicting parties. On the one hand, control 
mechanisms like licences and external auditing 
offer adequate opportunities to monitor com- 
panies. On the other hand, due to the implemen- 
tation of CWEC, governmental inspections may 
shift from controlling the compliance with 
regulations towards testing the performance of 
the CWEC-system (VROM, 1989, p. 4). 

To summarize, the identified stakeholder 
groups have taken widely differing positions in 
the debate on CWEC. These differences are 
further explained in the next sections by 
examining the strategic importance of CWEC 
and corporate reporting. 


THE STRATEGIC IMPORTANCE OF CWEC 


In the 1970s, public attention was frequently 
drawn to the alleged social accountability and 
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responsibility of companies with regard to 
numerous social issues. Since the 1980s, how- 
ever, the internalization of their responsibility has 
been stressed. Preferably, companies should not 
be forced to behave in an ecologically sound 
manner, rather they themselves should be con- 
vinced to act in such a way. This subtle change is 
manifest in the less ethical and more business-like 
nature of the arguments used to prove the 
benefits, and even profitability, of CWEC. 

The business-like arguments used in the 
debate on CWEC can all be grouped together 
under the principle of “Pollution Prevention 
Pays”. The most important benefits, out of the 
25(!) mentioned by the employers’ confedera- 
tions (VNO/NCW, 1988, pp. 11—13), are: 

— an improved image and a broader social basis 
for the company, i.e. CWEC can be an effective 
marketing tool; 

— CWEC can be profitable, not only socially 
but also commercially. It offers opportunities to 
lower insurance premiums, lower taxes and 
(insurance) claims, and all kinds of licences, 
subsidies, bank loans and insurances are increas- 
ingly easier to obtain for companies pursuing an 
anti-pollution policy. Moreover, an ecologically 
conscious company may attract consumers 
who increasingly prefer environment-friendly 
products; 

— and last but not least, the prevention of 
unilateral requirements imposed by the govern- 
ment. A proactive approach to the environment, 
ie. taking action before the third or “legislative” 
stage of the issue life-cycle is reached, might 
affect the decision processes on the political 
market. The indefinite postponement of legisla- 
tion on CWEC is a typical example of such a 
successful lobby. 

Thus, corporate environmental care is presen- 
ted as a potential competitive edge. It is an 
example of how a social problem area can be 
transformed into a business opportunity. How- 
ever, whether only lip service is paid to this 
transformation or whether it can actually be 
observed in practice, remains to be seen. 
Business opportunities are defined by what 
companies do rather than by what the manage- 
ment says. 
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Nevertheless, the above-mentioned benefits 
of CWEC show that the relationship between 
the commercial and the political markets is 
becoming increasingly closer. The environment 
is one of those areas where business strategy, 
public affairs and marketing come together. 
Therefore, companies should advance the inte- 
gration of their strategies on both markets 
(Marx, 1990, p. 9). This also requires the 
development of a strategic corporate reporting 
policy (van Hoorn, 1989, p. 119). 


CORPORATE REPORTING 


CWEC may be of a strategic nature, but 
can environmental reporting, which has been 
identified as a major sub-issue in the political 
debate on CWEC, be called strategic as well? 
We do not think so, as will be demonstrated in 
this section. However, other forms of corporate 
reporting might contribute to the competitive- 
ness of the company. Corporate reporting 
is described here as all written information 
provided by the company to the political and 
commercial markets. 

The formulation of public policy affects, if 
not determines, the long-term business objec- 
tives of companies (Arrington & Sawaya, 1984, 
p. 152). The legal conditions under which 
companies have to operate are largely depen- 
dent on how the political decision processes in 
the first stages of issue life-cycles proceed. 
Therefore, to act proactively with the objective 
to optimize these conditions, rather than to 
wait passively for the things to come, might 
prove to be very beneficial for companies. In 
other words, there are differences in business 
opportunities between the first and the last two 


A. HUIZING and H. C. DEKKER 


stages of issue life-cycles. The strategic oppor- 
tunities of public issues manifest themselves 
particularly in the first two stages, when 
companies can still advance alternative solu- 
tions and there is sufficient lead time to modify 
business plans (Marx, 1990, p. 12). In the last 
two stages, however, companies can do little 
more than to react defensively to the outcomes 
of the political decision process, although 
affected companies or other stakeholders may 
always try to bring the mature issue back to life. 

In a strategic corporate reporting policy, 
these differences in opportunities are taken into 
account. In order to have a real impact on the 
political decision processes, the form, content 
and timing of corporate reporting should be 
tailored to the needs of the political market. 
With regard to the issues at stake, corporate 
reporting should address the right people, 
through the right information channels, at the 
right moment in time. To vary on a well-known 
theme: “different information for the different 
stages of the issue life-cycle”. 

Especially in the first two stages of the 
issue life-cycle, companies can tailor corporate 
reporting to the needs of the political market. 
In these stages, a wide and free choice of 
information media and freedom of form and 
content of these media exist, whereas in the 
last stages the use of certain information 
media is often compulsory and minimal require- 
ments with regard to the provision of informa- 
tion are laid down in legislation (e.g. annual 
financial reporting). Furthermore, timing may 
be considered to be an important qualitative 
characteristic of corporate reporting in the 
early stages of the issue life-cycle. In these 
stages, it is essential to provide information 
whenever it is considered necessary. In contrast, 


TABLE 3. Characteristics of corporate reporting by stage of the issue life-cycle 


Stage 1 (Social expectation) 
Strategic corporate reporting 


Stage 4 (Social control) 


Corporate reporting to discharge accountability 


Proactive response to changes in the outside world 
Impact on the political decision process 

A wide and free choice of information media 
Freedom of form and content of corporate reporting 
Timing is an important qualitative characteristic 


Defensive reaction to changes in the outside world 
Hardly any impact on the political market 

The use of a number of information media is compulsory 
Minimal requirements anchored in legislation 

Periodical corporate reporting 
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the provision of information in the last 
stages is usually of a periodical nature. A 
relatively fixed date of publication does not 
allow for flexible adjustments to the needs of 
the political market. 

These characteristics of corporate reporting 
in the first stages of the issue life-cycle, as 
compared to those in the last stages, are sum- 
marized in Table 3. Obviously, these character- 
istics should be read as the extreme positions 
on a continuum. 

After issues are identified, analysed and 
prioritized, proactive companies do take advan- 
tage of the differences in opportunities between 
the stages of the issue life-cycle by providing 
tailored information. In the earlier stages, they 
voluntarily provide information about their 
view on the issues at stake in press meetings, 
speeches, advertisements, research publica- 
tions, etc. The influential reports on CWEC by 
the various stakeholders groups, which have 
been quoted frequently in this article, are 
typical examples of provisions of information 
that fit well into these stages. Moreover, 
industry takes part in authoritative commis- 
sions such as the Commission on CWEC (see 
footnote 2). Through participation in such 
information networks, business may be able to 
persuade authorities to adjust their policy or to 
change controls that are considered to be too 
severe. 

All the provision of information through 
these media and information channels can 
be viewed as legitimate forms of “political 
massage”. It is primarily intended to contribute 
to the lobby for one’s own interests, to raise 
sympathy for one’s opinions, and to narrow the 
gap between the company’s actual performance 
and the external stakeholders’ expectations. 
Thus, corporate reporting can help position 
the company on the political or commercial 
markets. In this sense, it may be called 
strategic. 

On the other hand, in the last stages of issue 
life-cycles, companies are not eager to disclose 
more information than they are legally forced 
to do. Besides, as the debate on CWEC clearly 
shows, the employers’ confederations reject 
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any new regulation regarding environmental 
reporting, green accounting, etc. These CWEC- 
elements, which are basically social control 
mechanisms aimed at discharging accountability, 
are perfectly attuned to the last stages of the 
issue life-cycle. They also happen to be the 
instruments supporting the compliance objec- 
tives of the government. 

To summarize, the differences in opinion 
on CWEC between the different stakeholder 
groups (see Table 2) are also reflected in the 
distinction made between the first and the 
last stages of the issue life-cycle. Industry 
continuously emphasizes the first stages and 
the matching provisions of information which 
primarily serve public relations and strategic 
purposes. Contrarily, the environmental and 
employees’ organizations as well as the govern- 
ment particularly stress the last stages of the 
issue life-cycle and corporate reporting suited 
to these stages. 

Further research and experimental projects 
are being conducted to resolve this tension 
between the stakeholder groups (VROM, 1989, 
p. 5). Regional and sectoral projects and 
projects aimed at specific objectives have to 
bring more clarity to such issues as, for 
instance, which CWEC-elements can and need 
to be legislated, can and should materials 
registrations be part of the environmental 
report, with which instruments are companies 
to be monitored, etc. For each of these issues, 
the role the chartered accountant could play 
might be decisive. 


THE ROLE OF THE CHARTERED 
ACCOUNTANT 


The views held by the chartered accountants 
on CWEC are not included in Table 2, because 
the accountants are not as homogeneous in 
their opinions as the other stakeholder groups. 
The Nederlands Instituut van Registeraccount- 
ants (Dutch Institute of Chartered Accountants), 
serving as the spokesperson of the accountancy 
profession in The Netherlands, has not issued a 
general statement on CWEC as yet. However, 
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individual accountants contribute substantially 
to the debate on CWEC. 

Another reason to treat the accountants 
separately is because they, in contrast to the 
other identified stakeholder groups, take a 
rather technical perspective. When the debate 
on CWEC emerged, the Dutch government 
invited the accountancy profession to express 
its view on questions such as: do the internal 
control measures of the CWEC-system offer 
sufficient support to the chartered accountant, 
can accountants verify materials registrations, 
can they develop the necessary new audit- 
techniques? The operationalization of the notion 
of CWEC is highly dependent on the answers 
the accountants will provide to these technical 
issues. 

Chartered accountants could play four distinct 
roles in CWEC, which are examined in the rest 
of this section: 

— auditing the ecological aspects of the 
company as far as these affect the financial 
statements (as part of the normal auditing 
activities ); 

-~ auditing the corporate green report and 
materials registrations; 

— conducting internal and external audits (as 
defined in Table 1); 

—- and they might be called in as external 
consultants. 


Auditing the financial statements 

A good starting point to discuss the roles the 
accountant could play is the principle of “the 
polluter pays”, which reflects the increasingly 
stringent policy of the government. For instance, 
the Ministry for Housing, Regional Development 
and the Environment has estimated that cleaning 
up all polluted industrial premises in The 
Netherlands will amount to approximately 45 
billion guilders (Amro Bank, 1990, p. 27). And 
it is the Ministry’s intention to pass these costs 
on to the polluters. The Dutch government has 
already filed claims with numerous companies 
amounting to about 500 million guilders. This 
example perfectly demonstrates that ecological 
risks increasingly become financial risks. More- 
over, a responsible environmental policy may 
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include investments in environment-friendly 
production techniques, applied research and 
development activities, etc. All these financial 
consequences undoubtedly affect the financial 
statements (land, inventories, provisions, etc. ). 
The primary task of chartered accountants is to 
audit and certify these statements. Therefore, a 
concern with the ecological affairs of their 
clients is inevitable (Blokdijk, 1989, p. 86; 
Roek, 1990, p. 9). 

Generally, accountants agree that the financial 
consequences of ecological affairs do not con- 
front them with unfamiliar problems (Wilschut, 
1990, p. 16). Nevertheless, one issue deserves 
to be mentioned. The financial statements only 
give a true and fair view if the ecological 
costs of the company are properly taken into 
account. Consequently, the accountant may 
conclude that financial risks require the crea- 
tion of provisions (e.g. cleaning up polluted 
soil or processing waste materials), However, 
according to Dutch accounting law (Civil Code, 
book 2, title 9, clause 374), the creation of 
provisions is only acceptable if there is a 
concrete payment liability. Thus, a provision for 
polluted industrial premises, so that these can 
be cleaned up some time in the future, is 
prohibited. In cases where it is not certain 
whether claims will be filed and to what 
amount, the financial risks involved have to be 
disclosed in the notes to the accounts. 

Furthermore, as opposed to the United States 
of America, for instance, Dutch accounting law 
does not require a separate disclosure of 
ecological costs (Buisman & van Marion, 1989, 
p. 369). These costs may be incorporated in the 
financial statements as “other provisions”, so 
that they can be included without being visible. 
This way of handling ecological risks is preferred 
by the employers’ confederations, because they 
fear negative publicity resulting from disclosing 
possible claims separately (Roek, 1990, p. 9). 

Thus, tension exists between Dutch account- 
ing regulations, the employers’ confederations, 
and the accountant who has to determine 
whether the financial statements present a true 
and fair view of the company. 

In other words, the key question is whether 
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Dutch accounting law requires that all conceiv- 
able costs of environmental care are accounted 
for in the financial statements. The answer is no, 
because, for the time being, the creation of 
provisions may only be required for known 
ecological problems for which the company 
can be held responsible. In this regard, a further 
accentuation of Dutch accounting law may be 
expected in due time. In the meantime, the 
accuracy of the provisions and the obligations 
not included on the balance sheet are relevant 
to the accountant. He or she should form an 
opinion on these matters by asking corporate 
management about juridical inquiries, whether 
claims have been filed, etc., or by using 
other audit-techniques (eg. gaining know- 
ledge through correspondence with monitoring 
governmental agencies or by using checklists). 
However, the accountants emphasize that their 
primary task neither implies that they can or 
should assess whether the company complies 
with all environmental regulations, nor that 
they can fully judge the ecological effects of the 
company (Buisman & van Marion, 1989, p. 371; 
Roek, 1990, p. 6). Therefore, they must be clear 
and effective in communicating their limita- 
tions, because otherwise the users of the 
auditor’s report may be easily misguided, which 
might result in another expectations gap 
(Wilschut, 1990, p. 17). 


Auditing green reporting and materials 
registrations 

Differences of opinion between the account- 
ants emerge as soon as CWEC and its effect on 
the accountancy profession are discussed. The 
discriminating question is: is the chartered 
accountant the right person to audit and certify 
the corporate green report and, in particular, 
the materials registrations? Is he or she capable 
enough to perform this task? 

Many accountants believe that they lack the 
necessary expertise to examine the sometimes 
very complicated production processes and 
their ecological effects (Buisman & van Marion, 
1989, p. 371; Roek, 1990, p. 6; Wilschut, 1990, 
p. 16). Certainly, there is a need for an 
environmental auditor, who, like the chartered 
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accountant, conducts audits in his or her 
domain and reports thereon. However, such 
audits (as defined in Table 1) require technical, 
ecological, administrative, juridical and organ- 
izational expertise. Because such comprehensive 
knowledge cannot be found in one person, the 
above-mentioned authors expect that multi- 
disciplinary teams will have to audit the 
systems of CWEC. The chartered accountant 
can only play a secondary role in these teams. 
At the most, he or she can bring in his or her 
specific expertise with regard to administra- 
tive procedures, internal control measures, 
audit-techniques and reporting. Although this 
contribution is essential, a periodical assess- 
ment of the ecological performance of companies 
is not and could not be part of the accountant’s 
task (Wilschut, 1990, p. 17). 

On the other hand, without denying any 
problems, there are other accountants (Blokdijk, 
1989, p. 87; van Graafeiland, 1990, p. 391) who 
state they can, in principle, audit and certify 
CWEC-systems and materials registrations. Two 
issues are at stake here: the availability of 
CWEC-systems with adequate internal control 
measures, which can support the accountant, 
and the co-operation with other independent 
experts to cancel out the accountant’s lack of 
expertise. 

With regard to the first issue, accountants are 
facing the problem that the internal control 
measures and audit techniques should not only, 
as usual, be directed towards desired materials 
and products with a positive value, but also 
towards undesired materials with a negative 
value (see Fig. 2). Two fundamental risks 
are involved here, which might worry the 
accountant: hazardous waste may not be 
completely accounted for in the company’s 
registrations, or it may not be destroyed 
or processed in a correct manner. However, 
these problems are not insurmountable. Recent 
research (Piet, 1990) indicates that both risks 
can be neutralized by rigorous governmental 
monitoring and concrete measures of internal 
control (e.g. materials registration). Furthermore, 
if the accounting procedures and the CWEC- 
system are properly designed and function 
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TABLE 4. An environmental checklist 


1. Environmental legislation 
Is your Nuisance Act licence up-to-date? 
Are the other necessary licences up-to-date? 
Who monitors this? At what frequency? 
2. Ecological liability 
Do you know that you can be held responsible for pollution even if you have been granted the necessary licences? 
Have you ever received complaints from citizens or companies about noise, smell, etc., produced by your firm? 
3. Energy 
Do you have an energy programme? 
How much do you annually spend on energy? 
What percentage of your turnover is spent on energy? 
What is your average annual gas consumption per m”? 
What is your average annual electricity consumption per m?? 
Have you ever examined the possibility of costs savings by limiting your energy consumption? 
What are your plans to reduce your energy consumption? 
4, The environment 
4.1. Air 
Does your firm pollute the air? 
How often do you measure these emissions, and who does it? 
Do you conform to the postulated standards? 
What are your plans to reduce these emissions? 
4.2, Water 
Do you discharge more than just sanitary waste water? How much? 
How often do you measure these emissions, and who does it? 
Do you conform to the postulated standards? 
What are your plans to purify your waste water? 
4.3. Chemical waste 
Do you know what chemical waste is? 
Do you keep materials balance sheets? 
Do you have instructions on how to handle and remove chemical waste? 
What are your plans to limit the quantity of chemical waste you produce? 
4.4, Ground 
Do you know whether your premises are polluted? 
Have you taken ground protecting measures? 
4.5. Noise 
Does your firm have sources which produce more sound than 90 decibel? 
How often do you measure these sound sources, and who does it? 
What are your plans to reduce your noise production? 
5. Environmental policy 
Do you know for which companies a CWEC-system is obligatory? 
Do you have a corporate environmental programme? 
Are you prepared to call in external ecological experts? 
Do you regularly contact other companies or employers’ organizations about ecological affairs? 
Do you take ecological and energy aspects into account when you consider new investments? 
6. Subsidies 
Do you have enough understanding of ecological or energy subsidies? 
7. Marketing 
Do you analyse your products on ecological and energy aspects? 
Do you include the ecological aspect into your marketing strategy? 
Do you have a policy on the communication with the outside world about the ecological aspects of your company or 
products? 


Source: Amro Bank (1990). 
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accordingly, the materials registrations, to 
which Piet (1990, p. 252) refers, may result in a 
corporate green report that can be audited and 
certified. In other words, the assertion of 
the employers’ confederations that materials 
registrations can never become a reliable 
instrument is not validated by Piet’s research. 

As to the second issue, the accountant’s 
lack of expertise, it may be noted that account- 
ants can co-operate with firms of consulting 
engineers. In fact, all major accounting firms 
in The Netherlands have already established 
such alliances. Together they should develop 
new audit-techniques, like the system of eco- 
logical risk identification developed by the 
accounting firm Deloitte Dijker Van Dien in co- 
operation with the engineers of DHV Raadgevend 
Ingenieursbureau Ltd. In this system, three 
stages are distinguished (Ruwel & Dix, 1990): 
an investigation into the potential existence 
of ecological risks; an identification of existing 
ecological risks; and an environmental audit. 
Chartered accountants may start such an 
investigation by helping their clients to fill in an 
environmental checklist. Table 4 presents such 
a checklist that has been especially developed 
for small and medium sized companies. This 
checklist has been elaborated for 16 branches 
of industry, and each question is clarified 
by providing information on relevant legal 
provisions, standards, definitions, etc. (Amro 
Bank, 1990). Similar checklists are used for 
larger companies. 

Although accountants, in co-operation with 
engineers, gradually improve their knowledge 
and techniques, the identification and quantifica- 
tion of ecological risks is still in its infancy. 
Consequently, much more research has to be 
done, adequate CWEC-systems have to be 
implemented, and appropriate audit-techniques 
have to be developed, before we can assess 
the exact role of the chartered accountant 
(Blokdijk, 1989, p. 88; Piet, 1990, p. 252). 


Auditing and consulting 

As stated earlier, the employers’ confedera- 
tions resist the notion of green accounting, 
because they believe that materials registration 
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can never become an accurate instrument. 
They do reserve, however, a role for the 
chartered accountant with regard to consulting 
and internal auditing. Once again, they emphasize 
the internalization principle. To view the 
accountant as an extension of the monitoring 
government and to assign him or her to police 
functions is, according to the employers, a 
fiction (VNO/NCW, 1985a, p. 7). 

As a consultant, the accountant may advise 
the company’s management about the possible 
ecological effects on the financial statements 
and about the financial risks involved. He or she 
may also be asked to form an independent 
opinion on the implementation and operation 
of the CWEC-system and the materials registra- 
tions, and on the internal and external reporting 
practices of the company. Finally, the account- 
ant may identify aspects for improvement with 
respect to environmental auditing. With his or 
her specific expertise, the accountant can 
contribute to all these areas (Molenkamp, 
1989). 

Obviously, these consulting activities can be 
based on environmental audits conducted by a 
multidisciplinary team, in which the accountant 
participates. As mentioned before, accountants 
agree that they can contribute to internal 
auditing. The only reservation some account- 
ants (e.g. Wilschut, 1990) make, is that they can 
only play a secondary role in the audit-team. 
These audit-teams aim at gaining insight into 
the degree to which the company controls its 
ecological problems, and at improving the 
CWEC-system. To these objectives, several 
accountants (van Graafeiland, 1990, p. 392; 
Molenkamp, 1989, p. 153) add another one: the 
internal audit might be a solid foundation 
for external green reporting. In fact, some 
companies already disclose the results of internal 
audits to the government or to the public in 
general. 

Finally, the accountant might play a role in 
external auditing, ie. audits requested by 
others than corporate management (e.g. by the 
government or by alarmed citizens). However, 
this idea of the environmental organizations has 
not been developed by the accountants as yet. 
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Summary 

The concept of CWEC is a commendable and 
impressive attempt by the Dutch government 
to save the environment. It takes the principle 
of “the polluter pays” to a more sophisticated 
level. Different stakeholder groups contribute 
to the development of this concept and try to 
make it work. However, we are still facing some 
complicated problems, some of which have 
been presented in this section. As far as the 
accountancy profession is concerned, experience 
must be gained with working in multidisciplinary 
teams. Co-operation between accountants and 
other experts is necessary, because the relation 
between the company and the environment is a 
very complex one. This might lead to a 
combination of accountants and environmental 
auditors,'> who, for instance, jointly execute 
attestations and certifications in the ecological 
field (Wilschut, 1990, p. 17). Such solutions are 
crucial with respect to the operationalization of 
CWEC-systems, but finding and elaborating 
them takes time. Recent research (Piet, 1990) 
indicates that the accounting problems are not 
insurmountable, but much more research is 
needed, especially with regard to the quantifica- 
tion of corporate effects on the environment. 
And even if adequate performance indicators 
have been developed, they still must be adopted 
by the companies and the accountancy profes- 
sion. Moreover, adequate audit-techniques have 
to be developed and implemented by the 
accountancy profession, before a decisive step 
towards the fourth stage of the issue life-cycle 
can be taken. Consequently, it may be expected 
that it will take at least a few years before the 
exact role of the chartered accountant can be 
assessed (Blokdijk, 1989, p. 88). This should 
present no problem, because the Dutch govern- 
ment will not evaluate the contributions of the 
identified stakeholder groups, including those 
of the chartered accountants, before 1995. 
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OPTIONS FOR CORPORATE 
ENVIRONMENTAL REPORTING 


As far as corporate environmental reporting 
is concerned, how will the fourth stage of the 
issue life-cycle be shaped? In The Netherlands, 
we currently find ourselves on the threshold of 
the third stage, the legislative stage. The fourth 
stage is approaching as the more technical 
issues around green reporting and materials 
registration, which have been reviewed in 
the previous section, are being solved. Will 
corporate green reporting become standard 
practice in The Netherlands? We see three 
options for environmental reporting. 


Option 1 

The first option implies that companies will 
be legally compelled to publish an annual green 
report. People believing that companies will 
not voluntarily disclose information beyond 
that serving public relations and strategic 
purposes, will always stress the need of legisla- 
tion (compare with Gray et al., 1987). Basically, 
this is also the rationale behind the opinion of 
the environmental and employees’ organiza- 
tions (LMO, 1989, p. 10; FNV, 1990, p. 3). 

The first results of empirical research on 
corporate environmental reporting seem to 
support the need of legislation. Knoops & 
Pupping (1990, p. 39) conclude on the basis of 
a content analysis of 116 director’s reports 
(1988) of companies listed to the Amsterdam 
Stock Exchange that, generally, disclosures by 
these companies only refer to the positive 
impact of their activities on the environment. 
Legislation might lead to more companies 
providing information of a higher average 
quality. Therefore, Knoops & Pupping (1990, 
p. 32) advocate a gradual implementation, 
possibly by branch of industry, of a compulsory 
green report. 


13 The accountants are rather vague about the identity of the environmental auditor. According to Bins-Hoefnagels et al. 
(1986), the environmental auditor is a new professional who should at least: (i) be acquainted with the environmental 
regulations; (ii) have sufficient insight into monitoring issues; (iii) have a master’s degree in one of the natural sciences; (iv) 
be able to adopt an independent attitude; (v) be able to handle confidential information properly. 
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However, we must not jump to conclusions. 
The first results of empirical research on CWEC 
(Moret, Ernst & Young, 1990) demonstrate 
that, for instance, only 24% of the 500 
larger and smaller companies that have been 
questioned are familiar with the concept of 
CWEC; only 4% actually have an operational 
system of CWEC; and about 10% of the 
companies pay attention to ecological aspects 
in the financial statements. These percentages 
rise to, respectively, 100% , 21% and 50% if the 
chemical sector is examined. Nevertheless, the 
general conclusion of the research is that the 
implementation of CWEC is progressing slowly 
and that most companies are still lacking an 
environmental policy. And because environ- 
mental policy and corporate green reporting 
are closely interconnected, legislation on the 
latter seems to be premature. 

Moreover, many questions concerning cor- 
porate green reporting still exist: the desired 
nature and content of such reporting has not 
been sufficiently researched yet, it has not 
been decided yet whether a green report 
should be audited by governmental agencies or 
by chartered accountants, etc. Until then, 
legislation is also premature. 

Finally, the French experience (Vogelpoth, 
1980) with corporate social reporting has 
taught us that pre-law experiments were much 
more informative and promising than post-law 
practice, when companies only complied with 
the legal requirements and did not go one step 
further. It is important to realize that legisla- 
tion and other regulations may have such 
unintended and unwanted consequences. 


Option 2 

The second option is that companies will 
voluntarily provide environmental information. 
Possible corporate media are a separate green 
report, the director’s report, the employee 
report or the occupational safety, health and 
well-being (OSHW) report.'® Essentially, this is 
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what the employers’ confederations propose 
(VNO/NCW, 1990, p. 24). 

This option often goes hand in hand with 
“compelling” normative theories, with which 
one tries to persuade companies of the benefits 
of disclosing specific information. Consequently, 
some authors (Derwent, 1989; Gray, 1989) 
expect a renewed interest in the normative 
theories of corporate social reporting which 
were popular in academic circles around 1980, 
but which have hardly ever been practised (e.g. 
Linowes, 1974; Estes, 1976; Dierkes & Preston, 
1977; Gray et al., 1987). 

We do not favour this option, because it is 
unilateral and free of obligations; it depends too 
much on the good will of the employers and 
their confederations. Such problems also apply 
to the above-mentioned theories of corporate 
social reporting. Moreover, although much can 
be learned from the literature on corporate 
social reporting, especially on how to deal with 
the problem of quantifying the ecological 
effects of the company, we do not expect that 
companies will disclose a comprehensive report 
containing financial, employee, consumer and 
ecological information in an integrative manner. 
They did not do so in the past, and we do not 
see any reason why they should voluntarily 
disclose such a report in the future. 


Option 3 

Corporate green reporting may be stimulated 
by private initiatives of the employers’ con- 
federations in co-operation with the employees’ 
and environmental organizations. This option 
seems to be the most promising one (Huizing, 
1991), at least for countries like The Netherlands 
and Germany that have an appropriate social 
structure. Since the 1970s, annual employee 
reporting in The Netherlands has also been 
stimulated and developed in this way (e.g. 
through the inclusion of it in collective wage 
agreements). Consequently, without a compel- 
ling law, annual employee reporting occurs on 


©The annual OSHW-report is anchored in the OSHW-Act of 1980. Since 1985, every company with more than 100 


employees has to publish such a report. 
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a wide scale in The Netherlands. Such initiatives 
might also be developed with regard to corporate 
environmental reporting, especially because 
the employers’ and the employees’ organiza- 
tions have recently reached a national agree- 
ment to consult each other on environmental 
affairs (VNO/FNV, 1989),!” and because the 
employees’ and the environmental organiza- 
tions closely co-operate with respect to the 
content of their policies. 

Apart from covenants and collective wage 
agreements, corporate green reporting may 
also be stimulated by the works council,'® or by 
guidelines of the Council for Annual Reporting? 
(Raad voor de Jaarverslaggeving), or by awarding 
a prize to the best green report of the year.?° All 
these private initiatives may prove to be 
adequate alternatives to legislation. 

The main advantage of this option is that it 
offers opportunities to all identified stakeholder 
groups to participate in the development of 
corporate green reporting. As compared to 
option 2, this might put more pressure on all 
the parties involved to achieve satisfactory 
solutions to the issue at stake. Furthermore, co- 
operation between the involved stakeholders in 
national or sectoral commissions and within 
companies can shed light on the desired nature 
and content of the green report, the actual need 
for green reporting, the (im)possibilities of 
legislation, the role of the chartered account- 
ant, etc. Whether legislation can be avoided by 
following this option, is largely dependent on 
the stakeholder groups themselves. The govern- 
ment, who favours this option, allows them to 
experiment until 1995, whereas in 1992 an 
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intermediate evaluation as to the implementa- 
tion of CWEC will take place (VROM, 1989). In 
the meantime, the various stakeholder groups 
can make the internalization policy of the 
government a success by gaining the necessary 
experience with environmental reporting. How- 
ever, if, for whatever reason, they do not 
succeed, legislation might become inevitable. 


CONCLUDING REMARKS 


In this article we discuss the rising green tide 
and its impact on the Dutch political market. 
Stirred by some major ecological disasters in 
the early 1980s, the Dutch government and the 
employers’ confederations VNO and NCW 
started to develop a CWEC-house. The broad 
concept of CWEC emerged, integrating notions 
such as green reporting, materials registration, 
green accounting and environmental auditing. 
Its purpose is to control and, if possible, to 
reduce the pollution caused by corporate 
activities. The CWEC-house has to be completed 
in 1995, which implies that it is still under 
construction. Solid foundations have been 
laid and the skeleton of the house has been 
erected, but companies experimenting with 
CWEC are still being faced with numerous 
problems, among others, behavioural, organiza- 
tional, technical, accounting and quantification 
problems. Many projects and research pro- 
grammes are being conducted to solve these 
problems and to solve the sharp disagreements 
on CWEC between the main stakeholder groups. 
Solutions to ecological issues simply need a 


17 Afterwards, three other employers’ confederations and two other employees’ federations have entered this coalition. 
Together, they form the vast majority of the institutions acting on the stage of Dutch labour relations. 


18 It is beyond the purpose of this article to review the extensive rights of the Dutch works council (see Dekker & Huizing, 
forthcoming). Suffice it to say that the Act on the Works Council (1979) and the OSHW Act (1980) offer many 
opportunities for the works council to play an active role in environmental reporting. For instance, the works council may 
advise the Board of Directors on the nature and content of the green report (Stekelenburg, 1989, p. 81). 


19 These guidelines are viewed as the authoritative opinions of an influential private organization. However, companies are 


not obliged to follow them. 


20 In the Netherlands, prizes are awarded both in the field of financial reporting (the Henri Sijthoff prize) and employee 
reporting (the PW prize). In both cases, independent and authoritative juries nominate the candidate(s) based on relevant 


criteria. 
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broad social basis in order to become the still 
missing bricks with which the CWEC-house has 
to be completed. 

As far as corporate green reporting is con- 
cerned, one wonders whether this issue will 
shine as brilliantly and disappear as abruptly as 
the theories of corporate social reporting of the 
1970s and 1980s. Like these latter theories, the 
ecological debate is accompanied by some 
promising initiatives of individual companies. 
For example, the automation company BSO has 
recently published an environmental report in 
which it is calculated that 9% of the net profit is 
obtained by passing on ecological costs caused 
by the company to others (e.g. pollution caused 
by employees driving around from customer to 
customer). However, recent research (Knoops 
& Pupping, 1990; Moret, Ernst & Young, 1990) 
indicates that such initiatives are still excep- 
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tions. Will green reporting be a fad, a novelty 
that will soon pass? We do not think so. We 
firmly believe that green reporting has better 
chances to become standard practice than 
corporate social reporting had at the time. The 
message that something has to be done about 
the ecological crisis is commonly understood. 
Many researchers from many disciplines (eco- 
nomics, accounting, the natural sciences) are 
trying to provide answers to the above-mentioned 
problems with regard to making CWEC-systems 
operational. Companies increasingly appoint 
“green employees” to assure that the environ- 
ment will receive the necessary attention. But 
what could really tilt the balance is that inter- 
disciplinary academic and non-academic educa- 
tion programmes have been created, so that a 
whole new generation of students will emerge 
who will decorate the completed CWEC-house. 
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Abstract 


After disclosing an annual report for children the year before, in 1990 the Dutch computer software company 
BSO/Origin published an environmental report along with the usual financial statements. At this company it has 
become standard practice to discuss a new topic in each annual report, and this year the honour was conferred 
upon the environment. Although it will not be denied that BSO/Origin has acted out of enlightened self-interest, 
this article also illustrates that its environmental accounts provide an interesting attempt to quantify and 
measure in financial terms the direct ecological effects of the company in question. 


The current global ecological debate throws a 
new light on corporate social reporting (CSR). 
CSR is the process of communicating the social 
and environmental effects of organizations’ 
economic actions to particular interest groups 
within society and to society at large (Gray etal., 
1987, p. ix). The worldwide attention given to 
the theory and practice of CSR waned during the 
1980s. However, due to the importance of 
environmental issues, CSR might return to the 
fore in the years ahead (Derwent, 1989; Gray, 
1989). 

In The Netherlands, the green debate focuses 
on the concept of company-wide environmental 
control (CWEC).! All participants in this 
debate (the government, the environmental 
organizations, the employers’ confederations, 
the employees’ federations, the accountancy 
profession, etc.) regard environmental or green 
reporting as an integrative element of CWEC. 
Differences in opinion arise when the nature and 
content of such reporting are considered or 


when the question of how to measure and 
quantify the ecological effects of the company is 
addressed. For those who are familiar with the 
literature on CSR, this may not come as a 
surprise. In particular, the valuation of the 
company’s social and environmental effects has 
always been a major obstacle in developing an 
operationable CSR-theory. This also applies to 
CWEC and green reporting. Finding appropriate 
measurement tools for both issues may prove to 
be a decisive factor in the current ecological 
debate. 

The 1990 environmental accounts of BSO/ 
Origin deserve our attention because they offer 
a specific approach to the valuation of ecological 
effects. Although it will be concluded that this 
approach does not add anything new to what 
we already know from existing CSR-theories, 
it nevertheless needs to. be said that most 
companies, to the extent that they do anything, 
limit their attention to ecological issues to only a 
few sentences or paragraphs in the directors’ | 


1 For an extensive comment on this concept, the reader is referred to Huizing & Dekker (1992). 
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TABLE 1. Glossary 


Value added = 


personnel costs + depreciation, provisions + financial expenses + taxation 


+ net profit (or — loss) 


Net value added = 
Value lost = 


value added less value lost 
costs of the environmental effects caused by the company’s operations, less 


the company’s expenditure on mitigating these effects 


Cost of environmental = 
effects 
Residual effects = 


environmental costs relating to the processing or treatment of emissions 
+ costs of residual effects 
environmental effects remaining after all treatment and processing 


activities have been performed 


Cost of residual effects = 
Environmental = 
expenditure 

Payments to third parties = 


residual effects expressed in monetary terms 
payments to third parties + environmental taxes — environmental grants 


payments for subcontracted environmental activities relating to the 


company’s emissions (water removal and treatment, waste collection and 


disposal) 
Marginal costs = 


Source: BSO/Origin (1991, p. 58). 


report. From this perspective alone, the green 
report of BSO/Origin is a promising initiative. 

In this article, we first introduce the automa- 
tion company BSO/Origin and describe its 
philosophy regarding green accounting. Its 
environmental accounts are then summarized, 
followed by five points of critique. Finally, some 
concluding remarks are presented. 


BSO/ORIGIN AND ITS PHILOSOPHY 
REGARDING GREEN REPORTING 


BSO/Origin is an internationally active auto- 
mation company. Its prime objective is to help 
trade, industry and government introduce new 
technologies in the broadest sense of the word 
by providing high-quality support services to the 
client in the form of advice, management, 
development, implementation, education and 
training. In 1990, the more than 2800 employees 
of the company realized an annual turnover of 
392 million Dutch guilders (Dfl.) and a net profit 
of Df. 21 million. 

In the 1990 annual report a separate section 
is devoted to the interrelationship between 
economics and ecology, and to the measurability 
of this interrelationship. According to BSO/Origin, 
companies do have a social responsibility to 
protect the environment. In fact, they are seen as 


unit costs of treatment and/or processing of emissions at a given emission level 


the only group with real opportunities to change 
things (BSO/Origin, 1991, p. 7). 

However, if the business world genuinely 
wants to tackle ecological problems, they first 
need to find solutions to the difficulties of 
measuring the ecological effects of the company. 
According to BSO/Origin, the main solution 
might be the introduction of ecological accounts, 
which express the company’s environmental 
impact in financial terms. These accounts have 
been used to calculate a net value added, which 
represents the BSO/Origin’s net return after 
taking into account its ecological effects. Net 
value added is described as value added less 
value lost (see Table 1 for definitions). Thus, the 
economic value added has to be offset against 
the loss of environmental value. 

In other words, BSO/Origin believes that a 
different perception of corporate accounting is 
required, one that moves away from strict 
financial reporting towards a more comprehen- 
sive philosophy in which the utilization of the 
planet’s resources carries as much weight as 
other factors. The company has started the 
development of a conceptually valid financially 
based measuring technique. As they put it, only 
then can budgets and cost—benefit analysis be 
prepared as part of a policy in which economic 
and ecological effects are in balance, only then 
can ecological progress be accurately assessed 
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and can discussions about ecological effects be 
placed on a more rational footing (BSO/Origin, 
1991, pp. 7, 8). 

However, the concept of value lost might lead 
to misunderstandings. What precisely are the 
ecological effects of the company? For which 
effects can the company be held accountable? At 
this point, BSO/Origin discriminates between 
direct and indirect effects. Direct effects include 
the pollution caused by the company’s activities 
and the consequences of its energy consump- 
tion. The indirect effects are divided into 
upstream and downstream effects. The upstream 
effects result from the production of raw 
materials or products bought from suppliers. By 
using these materials or products the buying 
company indirectly contributes to the pollution 
caused by the suppliers. The downstream effects 
include environmental damage caused by the 
products which the company sells, both during 
and after consumption. 

In BSO/Origin’s opinion, companies cannot be 
held accountable for all these effects. Although it 
is fully recognized that this is an arbitrary 
opinion, the company supports it, by the 
following reasoning. In the economic sciences, 
value added is a cumulative entity, i.e. the value 
added of an end product equals the sum of 
the values added of individual companies 
contributing to that product. Thus, in order to 
turn the concept of value lost into a macro- 
economic entity, individual companies only 
need to take into account their direct ecological 
effects, because incorporating the upstream and 
downstream effects would mean that these 
indirect effects are double-counted. 

An advantage of this arbitrary choice is that a 
“net national ecological product” can be calcu- 
lated, which is the difference between the sum 
of the values added of all the companies (i.e. the 
“gross national product”) and the sum of the 
values lost of the same companies (i.e. the 
“national loss”). With these figures, countries 
could compare their ecological performance. 
Until now, the cost of ecological effects have 
hardly been internalized in the Dutch National 
Accounts. Another advantage of this approach is 
that environmental taxes could be calculated on 
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the basis of the value lost of each conipany. 
According to BSO/Origin, this would be less 
arbitrary than the current governmental policy 
of imposing fines and taxes on tiose companies 
with the worst pollution records. 

However, there are disadvantages as well. A 
company, for example, could whitewash its 
environmental accounts by substituting fuel oil 
with electricity. Consequently, the company’s 
emissions would drop, but those of the power 
Station would increase. On the other hand, 
positive effects resulting from, for instance, 
buying less polluting equipment or stimulating 
suppliers to produce in a more environmentally 
sound manner, cannot be shown in the company’s 
ecological accounts. Thus, ecological accounting 
as proposed by BSO/Origin is only satisfactory if 
all the companies operating in the same produc- 
tion chain prepare their ecological accounts on 
the basis of the same standards. 


BSO/ORIGIN’S ENVIRONMENTAL 
ACCOUNTS 


The direct effects that BSO/Origin incor- 
porates into its environmental accounts are 
limited to air pollution, water pollution and 
waste production. The direct effects relating to 
nuisance and occupational safety and health are 
excluded, because these are supposed to be 
negligible in a service company. As said before, 
the indirect effects are not taken into account. 
There is, however, one exception to the rule: the 
company’s energy consumption. The pollution 
caused by the power station while it generates 
the kilowatt-hours BSO/Origin consumes is 
accounted for, because consumption of fossil 
energy is a major source of CO, emissions and, 
therefore, of the greenhouse effect. Once again 
the arbitrary nature of such choices is admitted 
(BSO/Origin, 1991, p. 12). 

The results are environmental accounts in an 
income statement format (see Table 2). The 
value added, derived from the company’s 
financial statements, is stated on the credit side 
and the value lost on the debit side. The bottom 
line is the net value added, which is the 
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TABLE 2. BSO/Origin’s environmental accounts of 1990 


Costs of environmental effects 
(thousands of guilders, DA.) 


Atmospheric emissions 
Natural gas for heating purposes: 
NO, 
CO: 


Electricity consumption: 
S02 

NO, 

Particulate emissions 
CO, 


Road traffic: 
NO, 

HC 

co 

CO: 


Air traffic: 
NO, 
CO: 


Waste incineration: 
SOz 

NOx 

Particulate emissions 
HCI 

CO: 


Total atmospheric emissions 


Waste water 
Water treatment 
Transport 
Residual water pollution 
Total waste water 


Waste 
Company waste production: 
Quantity 
Recycled paper 


Collection 
Incineration 


Residual waste after incineration: 
Bottom ash 
Fly ash 


Subtotal 


Power station waste production: 
Fly ash 


Emissions 


456 kg 
483 ton 


7934 kg 

6202 kg 
667 kg 

2515 ton 


20,585 kg 
14,948 kg 
55,452 kg 
7232 ton 


1160 kg 
317 ton 


300 kg 
369 kg 
254 kg 
692 kg 
277 ton 


277 inh. eq. 
277 inh. eq. 


377 ton 
—146 ton 
231 ton 


377 ton 
231 ton 
23 ton 


7 ton 


64 ton 


Unit cost 


10 DfLAg 
100 Dfl/ton 


14 Dfl/kg 
10 DiL/Ag 
10 Dfl/kg 
100 Dfl./ton 


40 Dfl./kg 


100 Dfi/ton. 


10 Dfl./kg 
100 Dfi/ton 


14 Dfl./kg 
10 Dfl./kg 
10 Dfl./kg 
13 DiL/Ag 
0 Dfi./ton 


48 Dfl./i.e. 
12 Dfi/ie. 


80 Dfl/ton 
100 Dfi/ton 


100 Dfl/ton 
200 Dfi/ton 


200 Dfl/ton 


Df. 


30 
23 


Total 


53 


432 


1546 


44 


20 


2095 
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TABLE 2. 


Costs of environmental effects 
(thousands of guilders, Dfi.) 


Water treatment waste production: 
Sludge 


Total waste 


Grand total 


Environmental expenditures 
(thousands of guilders, Df.) 
Fuel levies 

Natural gas (heating) 

LPG (cars) 

Power station fuel 


Water treatment and refuse collection charges, 
sewerage charges and other environmental taxes 

Private-sector waste processors 

Total 


Value lost 

(thousands of guilders, Df.) 
Cost of environmental effects 
Environmental expenditures 
Value lost 


Net value added 
(thousands of guilders, Df.) 
Value added 

Value lost 

Net value added 


Source: BSO/Origin (1991, pp. 63—65). 


difference between the value added and the 
value lost. 

Value added is traditionally defined as the sum 
of personnel costs, depreciation, changes in 
provisions, financial expenses, taxation, and net 
income. 

The value lost comprises the costs of the 
company’s environmental effects less the com- 
pany’s expenditure on mitigating these effects. 
The cost of environmental effects consists of two 
categories. Firstly, the environmental costs 
relating to the treatment or processing of 
emissions by third parties, regardless of who 
bears the costs (e.g. transport of waste). 
Secondly, the costs of residual effects, i.e. the 
effects remaining after all treatment and proces- 
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Continued 


Emissions Unit cost Df. Total 
4 ton 500 Dfi /ton _2 
dry matter dry matter 
71 
2209 
DA. Total 
1 
18 
—8 
27 
138 
51 
216 
2209 
—216 
1993 
255,614 
-1993 
253,621 


sing activities have been performed (e.g. water 
pollution remaining even after the water has 
been treated by a water-treatment plant). The 
total cost of environmental effects in 1990 has 
been estimated at Dfi. 2,209,000. 

The value lost is decreased by the company’s 
expenditure on reducing its ecological impact. 
These expenditures consist of payments for sub- 
contracted environmental activities and environ- 
mental taxes imposed on the company, less 
possible environmental grants. In 1990 these 
expenditures amounted to Dfl. 216,000, which, 
deducted from the total cost of environmental 
effects, gives a value lost of Dfl. 1,993,000. This is 
about 9% of the 1990 net profit. The resulting 
net value added is Dfl. 253,621,000. 
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The most important notions used in this 
analysis, and their definitions are given in Table 
1. The purpose of the remainder of this section is 
to show how BSO/Origin has measured and 
quantified its ecological effects and to show 
which assumptions lie behind this approach. 


Assessing the environmental cost 

The accounts (see Table 2) cover a number of 
different types of residual emissions, of which 
the individual components are expressed in 
guilders. Firstly, there are the company’s own 
emissions due to the consumption of energy 
[nitrogen oxides (NO,.) and carbon dioxide 
(CO.)] and the pollution generated by cars and 
aircraft. Secondly, there are emissions by power 
stations in the form of sulphur dioxide (SO2), 
NOx, COz, dust and fly ash. Thirdly, water- 
treatment plants leave residual pollution in the 
water they discharge, and produce sewage 
sludge. And lastly, there are the emissions from 
incineration plants [SO2, NO,, hydrogen chloride 
(HCI), dust and ash]. 

All these residual effects had to be measured 
and quantified, which created a major valuation 
problem. According to BSO/Origin (1991, p. 59) 
the essence of this problem is our lack of know- 
ledge of the nature and extent of the damage 
done to the environment, compounded by the 
fact that ecological damage has no market price. 

BSO/Origin has therefore taken an indirect 
but pragmatic approach, taking as the basis the 
marginal cost of emission-reduction measures. 
This approach takes as its basic premise that 
society will adopt a rational attitude to environ- 
mental problems and is willing to take measures to 
protect the environment up to the point where 
the marginal cost of these measures equates to the 
marginal benefits. In a number of areas, however, 
this will not be the case. The problem, therefore, 
lies in establishing the marginal cost of environ- 
mental protection which corresponds to “opti- 
mum” environmental health. 
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Determining “optimum” environmental health 

Environmental cost is calculated on the basis 
of the marginal cost of measures to control 
emissions, in accordance with current social 
standards of “optimum” environmental health. 
BSO/Origin has taken the following approach. 
For assessing the costs of the residual effects, the 
company has looked at the levels of cost which 
society would be willing to bear. For this reason, 
recent reports of a dozen economic institutes 
(research institutes, universities and govern- 
mental agencies) have, been studied. It is 
remarkable, according to BSO/Origin, that the 
price society considers reasonable to mitigate 
the ecological effects is substantially higher 
than the price we are paying at present. 
Moreover, according to these economic institutes, 
what is considered reasonable is not enough to 
reduce pollution up to the point where the 
planet could absorb the remainder without any 
difficulty. As BSO/Origin frankly admits, the 
company still gets off with a bargain by following 
this approach of relating the costs of its 
ecological effects to what society considers 
reasonable. 

The approach of taking as the basis the 
marginal cost of emission-reducing measures 
has led to the following cost estimates. The 
marginal cost of controlling emissions of acid 
gases (NO, and SO2) has been estimated at 
roughly twice the level indicated in the Dutch 
National Environmental Policy Pian Plus (NEPP- 
Plus, 1990). These levels are related to a 
reduction of the NO, emissions by 56% and a 
reduction of the SO2 emissions by 70% between 
1985 and 2000. These considerations have led 
to a value of Dfl. 10 per kilogramme NO,, which 
has been used as a cost estimate for NO, 
emissions from stationary sources (e.g. central 
heating).? Since 1 kg SO2 contains 1.44 times the 
acid equivalent of 1 kg NO,, its ecological impact 
can be calculated on a proportional basis, giving 
a costing of 1.44 X Dfl. 10 = Dfl. 14 per kg SOz. 


2 In order to give one complete example of how BSO/Origin (1991, p. 60) has calculated its cost estimates, the following list 
of facts which the company has taken into account, with regard to NO, emissions, is included: 
(a) the cost of the measures proposed in the NEPP (for new and existing furnaces and gas turbines) lies between Dfl. 3 and 


Df. 7 per kg NO,.. 


PULLING OUR PLANET OUT OF THE RED 


This value has been used as the cost estimate for 
SO2. 

Emissions of NO, by motor vehicles, however, 
cause more ecological harm than those from 
stationary sources. Therefore, a different cost 
estimate for this kind of emission is needed. 
Unfortunately, the specific costs of reducing 
NO, emissions by motor vehicles are more 
difficult to calculate. For example, catalytic 
converters reduce not only NOx emissions, but 
also emissions of carbon monoxide (CO) and 
hydrocarbons (HC). With this technology, it is 
not easy to analyse the costs for each pollutant. 
Therefore, in order to still base the costing on 
the cost of control, BSO/Origin has expressed 
the cost of the ecological impact of these three 
components per unit of NO, emission. This has 
resulted in a marginal cost of the pollution due 
to all emissions by motor vehicles (except CO2) 
of Dfl. 40 per kg NO,.. (Consequently, there are 
no cost estimates attached to the HC- and CO- 
components in the environmental accounts. ) 

The target for CO2 emissions is a reduction of 
at least 60%, in line with the recommendations 
of the Inter-Governmental Panel on Climate 
Change (IPCC). However, there are many 
methods of controlling CO2 emissions (energy- 
saving, fuel-switching, reafforestation, etc.). 
Therefore, estimating the cost of CO2 emissions 
remains very uncertain. Nevertheless, based on 
the calculations and recommendations of a 
number of experts, research institutes and 
governmental agencies, such as the one men- 
tioned above of the IPCC, BSO/Origin has used 
an average of Dfl. 100 per tonne COz as the cost 
estimate. 
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Emissions of CO were explicitly taken into 
account only in the case of motor vehicles. 
Those emitted by “stationary sources” are 
considered to be of relatively minor importance. 
The CO 2 produced by incineration plants has 
been valued at zero cost, since it originates 
chiefly from biomass and does not represent a 
net emission. 

Waste water production is stated in Dutch 
“inhabitant-equivalents”, based on the company’s 
water consumption. Inhabitant equivalent trans- 
port and treatment costs have been based on 
average costs for these services in The Netherlands. 
The environmental cost of the effluent dis- 
charged by treatment plants has been calculated 
in terms of the additional treatment needed to 
turn the waste water into drinking water. This is 
technically possible, but the cost would be 
about twice that of existing treatment plants. 
Therefore, the ecological cost of residual water 
pollution has been roughly estimated at twice 
the average current water treatment costs. 

Finally, the ecological cost of the waste 
production of BSO/Origin had to be estimated. 
The waste produced by the company consists 
largely of paper (e.g. computer and ordinary 
office stationery ). It has been assumed that 50% 
of this can be recycled and does not therefore 
need to be included in the company’s direct 
environmental impact. The other paper is 
regarded as normal domestic waste, which has 
to be processed at an incineration plant. The 
residual ecological impact consists of air pollu- 
tion from incineration plants and the effects of 
dumping of combustion ash. The environmental 
cost is therefore made up of (1) the collection 


(b) The NEPP is based on the Interim Evaluation of Acidification Policy, which states that selective catalytic reduction 
(SCR) “is definitely not feasible” for new boilers of less than 20 MW, as the cost of removal is estimated at between DA. 10 and 


20 per kg NO,. 


(c) The Acidification Control Plan rejects the use of SCR in gas-fired boilers as “insufficiently cost-effective” in comparison 
with technical modifications to burners and combustion chambers (“the cost of this additional cleaning could rise to Dfl. 60 


per kg NO,”). 


Cd) On p. 93 of the report by the Clean Air Forum of the Society and Business Foundation, entitled “Towards a National 
Policy on Acidification Control”, we read that “The cut-off points for acceptance (of cost per tonne of acid pollution 
removed) lie at Df. 6000 per tonne (current practice) and Dfi. 11000 per tonne (the perceived upper limit)”. 

(e) The Acidification Control Plan does call for the use of SCR in power stations (average cost Dfl. 5 per kg NO.) and for 
low-NO,, burners and flue-gas recirculation in existing industrial boilers (Dfi. 7 per kg NO,,). 

Those who are interested in an English copy of BSO/Origin’s green report may contact: BSO/Beheer BV, Kon. Wilhelminalaan 


3, Postbus 8348, 3503 RH Utrecht, The Netherlands. 
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costs, (2) the incineration costs, and (3) the 
costs of the residual air pollution and ash 
dumping. Processing costs are based on the 
average costs of a large incineration plant 
(Df. 100 per tonne). The ecological costs of 
bottom ash, fly ash and sewage sludge are put at 
Dfi. 100, 200 and 500 per tonne of dry matter, 
respectively. 


Limitations of the assessment 

A questionnaire was used to collect the basic 
data on emissions from about 60 BSO/Origin 
locations. The questionnaire asked for informa- 
tion on the number of employees, the floor 
area, energy and water consumption, kilometres 
travelled per year, the number of flights (divided 
into continental and intercontinental), waste 
production, various environmental taxes, expen- 
diture categories, etc. The number of replies to 
each question was large enough to enable BSO/ 
Origin to calculate averages and make extrapola- 
tions. The environmental accounts have been 
consolidated in the same way as the financial 
accounts. 

However, as is acknowledged by the com- 
pany, the evaluation is less than perfect, and 
indicates orders of magnitude rather than 
precise values. The waste flows have been 
calculated separately for each location, but 
these are no more than rough estimates. 
Attention was focused chiefly on the main 
emission streams, or combinations of streams. 
It was not possible to take certain factors fully 
into account, such as the precise make-up 
of waste streams and the heavy-metal content 
of the various emissions. The ecological impact 
of nuclear power generation has also been 
deliberately excluded. Moreover, still too little 
is known about the emission streams them- 
selves, something which can be blamed to 
some extent on the shortage of field measure- 
ments and statistical data. In other words, the 
methods used, the collection of data and the 
translation into financial terms will have to be 
refined, which is precisely the objective that 
BSO/Origin has in mind for the future (1991, 
p. 62). 
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POINTS OF CRITIQUE 


Five points of critique can be marshalled 
against BSO/Origin’s green report. Firstly, doubts 
have been expressed as to the motives underlying 
the green report. Immediately after the report 
was published, BSO/Origin was heavily criticized 
by the press (NRC Handelsblad, 1991). The 
report could have been nothing more than an 
exercise in public relations. For now we are 
unable to judge whether or not BSO/Origin is 
genuinely committed to ecologically sound 
performance. Only the future can tell. 

Secondly, BSO/Origin may be criticized for 
not including the indirect effects of its activities, 
except for the upstream effects related to the ` 
company’s energy consumption. The decision of 
the company to do so is arbitrary, but, as stated 
earlier, may be considered as satisfactory if all 
companies operating in the same production 
chain prepare their ecological accounts in the 
same manner. The approach followed by BSO/ 
Origin might contribute to the construction of a 
“green gross national product” and a “green 
input-output-table”, with which the indirect 
environmental effects could be calculated (van 
der Vlies, 1991, p. 938). However, the problem 
remains that some ecological effects might be 
passed on to the supplier or customer. 

Thirdly, the calculation methods used are 
questionable. The environmental accounts have 
not been audited and thus one may question the 
verifiability and even reasonableness of the 
information presented. Are all emissions of 
ecological costs accounted for, or have some of 
these been mistakenly left aside? Furthermore, 
in assessing the cost of its ecological effects, BSO/ 
Origin took as the basis the marginal cost of 
emission-reducing measures, for which the 
company referred to a number of experts, 
governmental agencies and other institutes in 
order to find appropriate cost estimates. How- 
ever, for instance with regard to CO} and SO2, 
these institutes mention different emission- 
reducing measures, and they differ in the costs 
associated with these measures. BSO/Origin has 
arbitrarily taken averages as the cost estimates 
(why not, for instance, use the maximum 
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costs?). The numbers included in the green 
report are therefore less hard than might appear 
(van der Vlies, 1991, p. 937). Moreover, merely 
disclosing ecological expenditure incurred gives 
no indication of the efficiency of the company’s 
environmental performance or of the benefits 
accruing to society. 

The fourth point of critique concerns the pos- 
sibility or impossibility of financially quantifying 
a company’s ecological effects (van der Vlies, 
1991, p. 937). In order to translate the 
ecological effects into financial terms, BSO/ 
Origin has used the concept of value added and 
avoidance costs, i.e. the costs that would have 
been incurred in preventing the damage. These 
elements are not new in the CSR-debate. On the 
contrary, they have been applied extensively in 
the quest for a comprehensive financial reporting 
model for CSR (e.g. Linowes, 1974; Estes, 1976). 
However, with regard to these financial CSR- 
theories, for instance Gray et al. (1987, p. 133) 
conclude that these: “... have largely led us up a 
blind alley”. According to them (1987, p. 8), 
developing conceptually valid monetary measures 
of direct externalities is “... one of the major 
misguided developments in the subject”. 

The question is then, whether existing CSR- 
theories offer an alternative to BSO/Origin’s 
approach. We are afraid they do not. The CSR- 
debate has not resulted in a widely accepted 
method for CSR or green reporting. Moreover, in 
our view, we are not waiting for a revival of 
CSR in the sense of a comprehensive report 
disclosing financial, employee, consumer and 
ecological information in an integrative manner. 
Green reporting alone is already complicated 
enough. On the other hand, we do not propose 
to ignore the CSR-theories completely. Many 
questions raised at the time are still relevant, e.g. 
concerning the valuation problem. Instead of 
repeating the CSR-debate, however, the existing 
CSR-theories might be used as a source of 
inspiration. 

In our opinion, this is what BSO/Origin, 
wittingly or unwittingly, has done. Its green 
report is a creative mixture of different financial 
and non-financial CSR-theories. The company 
has followed a cost outlay approach, but it also 
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refers to current social standards of optimum 
environmental health developed by authoritative 
experts and institutes. Consequently, the report 
resembles the non-financial compliance-with- 
standards (CWS) approach advocated by Gray et 
al. (1987, p. 109). The basic idea of the CWS- 
method is that standards of performance from 
outside the reporting entity (partly from law and 
partly from other sources) are used as yardsticks 
to judge the results of the organization’s 
activities. It is to the merit of BSO/Origin that 
it has applied standards that are even higher 
than those currently considered by the Dutch 
legislator. 

Unfortunately, the BSO/Origin’s approach also 
raises some problems, which have not been 
dealt with by the company: e.g. which institu- 
tions are authoritative, which standards should 
be used if these institutions have different 
opinions, and how and by whom are decisions 
made on the authority of such standards? 

The fifth and last point of critique is that BSO/ 
Origin seems to neglect the results of the Dutch 
green debate. In The Netherlands, the main 
stakeholder groups agree that companies should 
implement a system of CWEC which, in order to 
deserve that name, should contain seven elements 
(see Huizing & Dekker, 1992). However, it is not 
clear from BSO/Origin’s green report whether 
CWEC-elements such as “policy statement”, 
“environmental programme?” and “integration of 
environmental care into the normal conduct of 
business” have received or are receiving any 
attention in the company. Only two CWEC- 
elements have been explicitly taken into account, 
viz. “measurement and registration” and “external 
reporting”. BSO/Origin does not state ecological 
objectives for the coming year(s), nor does it 
reach any conclusion with regard to the results 
of its green report. For instance, restricting the 
use of cars (or any other measure in this regard) 
is not proposed, although road traffic causes 
about 70% of the ecological costs. 

In our opinion, the CWEC-system should be 
the framework for green reporting. Consequently, 
a grown-up green report should reflect all CWEC- 
elements. As we said before, the main stake- 
holder groups agree that companies should have 
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such a framework, a consensus which is a major 
difference from the time when the CSR-theories 
were developed. 

However, BSO/Origin has not implemented 
a CWEC-system, something which is partly 
explained by its highly decentralized organiza- 
tional structure and culture. The company 
consists of relatively autonomous units or 
“cells” of about 60 people. Whenever a unit 
grows larger than those 60 people, a new unit is 
created. This “cell-structure” implies that the 
units are stimulated to develop initiatives, also 
with regard to the environment, and that 
corporate headquarters play a reserved role. 
In this regard, the green report is merely a 
signal, and not a directive, from corporate 
headquarters that the environment should be 
taken seriously. 


CONCLUDING REMARKS 


In this article we discuss the 1990 green 
report of the Dutch company BSO/Origin from 
the perspective of CWEC (Huizing & Dekker, 
1992). In its report the company aims at an 
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integration of its economic and ecological 
performance by developing a financial measure 
for the latter. BSO/Origin monetarizes its direct 
ecological effects by using the concept of value 
added and the marginal cost of emission- 
reducing measures which are derived from 
reports of authoritative institutes. Thus, the 
company avoids the problem of having to 
estimate in financial terms the value of its 
ecological effects. The prevention of pollution is 
emphasized and not the real environmental 
damage done. 

Although the BSO/Origin’s approach does not 
add theoretically to what we already know from 
existing CSR-theories, we perceive it as a 
promising initiative that can and needs to be 
refined and improved. In our opinion, a major 
improvement would be a closer link between 
the company’s system of CWEC and green 
reporting. A green report should reflect ali 
CWEC-elements, thereby combining financial 
and physical data with more qualitative informa- 
tion on, for instance, the company’s long-term 
and short-term ecological objectives, the planned 
activities, and the functioning and performance 
of the CWEC-system. 
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Abstract 


This paper traces the interplay of economic, administrative and management theories with theories of nature in 
eighteenth-century Germany, by offering a social history of the period. The author uses the statesman, poet, 
dramatist, novelist and natural researcher, Johann Wolfgang von Goethe, to illustrate an administrative 
discourse in the Naturanschauungen of this period as well as demonstrate how eighteenth-century theories of 
economy were rooted in the laws of nature by the economists and politicians in order to legitimate the rule of 


their enlightened despots. 


During the eighteenth century, German duchies 
began to exploit the utility of the natural 
sciences. Indeed, one of the hallmarks of the 
European Enlightenment was the utilization of 
the natural sciences to increase the duchies’ or 
nations’ wealth and prestige. The discipline of 
chemistry serves as a prime example. During the 
eighteenth century, chemistry was transformed 
from a subservient subject tainted by its 
working-class status and associations with 
alchemy into an independent university discip- 
line no longer controlled by the medical faculty 
but having its own faculty members and 
research objectives (Golinski, 1988, pp. 1—3). 
Chemistry was used to bolster munitions as well 
as aid non-military enterprises such as dying, 
mining, agriculture, medicine and metallurgy. 
Naturally, these industries increased the duchies’ 
revenues. Dukes, therefore, needed advisors 
who were not only familiar with economics, 
accountancy and financial matters in general, 
but also had a command of the technological 
advances created by the sciences. 

Not coincidentally, the eighteenth century 
saw the rise in implementation of the notion of 
the economy of nature. Carl Linnaeus, the 
Swedish natural historian; Benjamin Franklin, 


the American statesman; Joseph Priestley, the 
English chemist; James Hutton, the Scottish 
geologist; Abraham Gottlob Werner, the 
German geologist; Anton Lavoisier, the French 
chemist; and Johann Wolfgang von Goethe, all 
embraced the notion of an economy of nature. 
Some of these individuals, particularly Priestley, 
based their economy of nature on religious 
grounds; i.e. God created the universe in perfect 
equilibrium, and a balance always needed to be 
established. Others, such as Werner, Lavoisier, 
Franklin and Goethe, used the interplay between 
nature and the states’ finances to shape their 
views. Werner was responsible for educating 
young men to become competent mining 
Officials for regional administrations. Lavoisier, 
who was hired by the Contréleur générale Anne 
Robert Jacques Turgot, was responsible for 
France’s munitions. He was trained in law and 
was very familiar with accountancy. Indeed, his 
deployment of the balance in his chemical 
research was, of course, crucial for the 
discipline’s development. By carefully weighing 
the products and reactants of the reactions, 
Lavoisier was able to subvert the phlogiston 
doctrine by showing that metals gain weight, 
rather than lose it, during combustion. In 


* I am indebted to Simon Schaffer and Anthony Hopwood for their valuable comments. 
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essence, the balance became the instrument 
of accountancy for the chemist. Similarly, 
Franklin’s notation of electricity, namely plus 
and minus, clearly reflected his occupation as an 
accountant. Force, acting as the currency of 
experimental physics, needed to be conserved, 
or in balance, just as the finances of the nation 
needed to balance. 

This paper provides an in-depth analysis of 
Goethe’s economy of nature. Nature provided 
the paradigm economy for the state admini- 
strators. The state’s resources and wealth began 
to be quantified to a much greater extent during 
this period than hitherto. Coulomb, who 
demonstrated the inverse square law for 
electrical and magnetic attractions and repul- 
sions in order to quantify the decrease of force 
over distance, and Nollet believed that France’s 
prosperity could only be measured by an 
increase in population. Hence, they devised a 
method of quantifying the nation’s population. 
Similarly, Lavoisier used rather sophisticated 
methods to calculate the nation’s wealth in 
France (Forrester, 1990, p. 298). In short, it was 
the duty of the statesman and administrator to 
interpret nature’s laws and implement them at 
the level of society. The interpretation of nature 
was expedited by instrumentation such as the 
balance which led to the quantification not only 
of experimental data, but also of a nation or 
duchy’s natural resources, including her citizens. 


GOETHE: THE ADMINISTRATOR OF 
NATURWISSENSCHAFT 


Although there exists a vast secondary 
literature on Goethe’s scientific views! the 
interplay between his administrative duties and 
his Naturanschauung, or view of nature, has 
been’ grossly neglected. In this paper I 
shall discuss these interrelationships, paying 
particularly close attention to Goethe’s notion of 
the economy of nature. In so doing, I wish to 
make two distinct, yet not totally unrelated, 
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points. First, Goethe’s science represents a 
managerial moral. The natural world of Saxe- 
Weimar was managed in the same manner as the 
administration of that region, and Goethe was its 
Hofmeister. Goethe, using Kant’s definition of 
genius in Kritik der Urteilskraft (The Critique of 
Judgement) as a resource, fashioned himself as 
the genius who could interpret natural laws and 
manage their application to civil cases. As we 
shall see, Goethe incorporated the notion of an 
Etat or balancing sheet not only in his admini- 
strative work but also in his investigations of 
nature. 

Second, according to Goethe, the organising 
principles of nature were the same as the 
methods investigating her. Thus Goethe’s 
administrative rhetoric, words including bud- 
get, balance, economy, law and order, is also 
applicable to the relationships inside both the 
organisation of the state and natural philosophy. 
The role of a late eighteenth and early nineteenth- 
century natural researcher tied these two points 
together. After all, a Naturforscher’s job as court 
official was necessarily political, and laws which 
governed human knowledge in eighteenth- 
century Weimar were, according to Goethe, 
natural and not artificial. I shall illustrate the first 
point by discussing the importance of the 
science of administration (Kameralwissenschaft) 
in eighteenth-century Germany, and how it 
affected Goethe’s daily activities and decisions. 
For the second point, I shall investigate Goethe’s 
scientific passages in which an administrative 
vocabulary appears. 

It should not be at all surprising that 
similarities exist between Goethe’s administra- 
tive and natural views. Goethe’s duties as Privy 
Councillor to Duke Carl August necessitated a 
familiarity with nature. Because he was put in 
charge of the Ilmenau mines as well as the parks, 
gardens and forests of Weimar and Jena, 
Goethe needed to become well acquainted with 
theories of geology, mining technology, garden- 
ing and botany. Indeed, as Goethe himself 
admitted to Chancellor von Müller in 1824, it 


1 Amrine & Zucker (1987, p. xi) have estimated 10,000 studies on Goethe’s interest in nature. 
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was not until he came to Weimar and needed to 
offer practical suggestions on the topic of the 
layout of gardens and general improvements in 
mining to the Duke did he occupy himself with 
the study of nature. 


I came to Weimar totally ignorant of all studies of nature, 
and the need to be able to give practical suggestions to 
the Duke in his various undertakings, buildings, layouts, 
propelled me to study nature. Ilmenau cost me much 
time, trouble and money, but I learned something from it 
and have acquired a view of nature which I would not like 
to exchange for any price (Biedermann, 1910, Vol. HI, pp. 
87f.). 


In his essay entitled Der Verfasser teilt die 
Geschichte seiner botanischen Studien mit 
(The Author Relates the History of His Botanical 
Studies), Goethe attributed his ability to 
investigate botany to his governmental post. 


No one who mediates upon the foregoing will fail 
to recognise the advantage that my position [ie. 
governmental] afforded for the investigation of that kind: 
great gardens in the city as well as in country estates, 
various plantings, in the vicinity, of trees and bushes 
that had been undertaken not without botanical 
consideration; availability of local flora that had long 
been scientifically investigated; and moreover the 
influence of a progressive academy — all these things 
together offered assistance enough to gain insight into 
the plant world (Mueller, 1952, p. 156). 


KAMERALWISSENSCHAFT IN GERMANY 


Historically, the best example illustrating 
the interrelationships in Germany between 
nature and economy is the notion of Kameral- 
wissenschaft. As has been argued elsewhere, as a 
result of the need for financial administration 
and resource management during the En- 
lightenment, a “science” of the state’s finances 
arose in order for the Kammer to deal with the 
vastly increasing amount of economic data 
arising from the duchies’ industries such as 
agriculture and mining (Lowood, 1990, pp. 
315-316). The term Kameralwissenschaft 
derives from Kammer, or the German word for 
chamber, where the prince’s or duke’s advisors 
would meet and discuss regional management 
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concerns such as economics, finance, mining, 
trade and agriculture (Lowood, 1990). 

During the second half of the seventeenth 
century, a series of texts dealing with camera- 
lism, one of the forms of Kameralwissenschaft, 
appeared throughout Germany, including: Veit 
Ludwig von Seckendorff’s Teutscher Fürsten- 
Stat of 1653, Johann Becher’s Politische Discurs 
of 1668 and Wilhelm von Schréder’s Fiirstliche 
Schatz- und Rentkammer of 1686 (Tribe, 1984, 
p. 263). Cameralism was introduced into the 
Prussian universities of Halle and Frankfurt an 
der Oder in 1727 and became commonplace in 
university curricula throughout Germany by the 
last thirty years of the eighteenth century, 
during which time it was challenged and 
replaced in some regions by the new eco- 
nomical and political theory of French 
physiocracy (Tribe, 1984; Dittrich, 1974). 

The basic curriculum of Kameralwissenschaft 
included instruction in Oekonomie, Polizei 
science and Cameralistik (Forrester, 1990, p. 
291; Maier, 1966, p. 233). Oekonomie dealt 
with the theoretical social sciences as well as 
technologies such as agriculture, mining and 
forestry. Polizei science was based on the belief 
that the princes were directly responsible for 
the welfare of their subjects (Forrester, 1990, p. 
292). They were to establish peace, law and 
order; provide food; encourage Christian be- 
haviour and education; establish building works; 
promote public health and promote prosperity 
via encouragement of industry (Forrester, 1990, 
p. 293; Dorward, 1971, p. 16). The Polizei was 
usually entrusted to a single official called the 
Lieutenant, who was solely responsible for 
determining the punishment to various crimes 
(Dorward, 1971, p. 29; Chapman, 1970, pp. 19, 
29, 31). Finally, Cameralistik taught the 
financial aspects of Kameralwissenschaft. 

Cameralism introduced the notion of state 
management. As early as 1716 it was obvious 
that cameralists were concerned with the 
management of a region or duchy with respect 
to political rule and economic administration 
(Tribe, 1984, p. 270). Von Rohr, in his 
Compendieuse Haufshaltungs-Bibliothek, 
writes: “If the territorial ruler is to better 
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menagieren the loyalty of his subjects then it is 
good to follow the counsel of Aristotle ...” 
(Tribe, 1984). Von Schréder, in his text 
Firstliche Schatz- und Rentkammer, writes: 
“The menagie of the territorial ruler’s revenues 
consists in the proper distribution of ex- 
penditures, and also the extension and increase 
of the same, that is in two words, in distribuendo 
et augmentando” (Tribe, 1984). Management 
in this sense refers to the organising task of a 
region’s ruler vis-à-vis his subjects (Tribe, 
p. 271). The consequence of cameralists analys- 
ing nature and her products in order to raise 
funds for their regions was the appearance of a 
cameralistic rhetoric in Naturforschung, or the 
investigation of nature. Hence, the link between 
Naturforscbung and cameralism was an oc- 
cupational one. Since administrators viewed 
nature as potentially providing the state with 
revenue, those administrators who carried out 
investigations of nature (such as Goethe, 
Franklin, Werner and Lavoisier) incorporated 
their managerial rhetoric into natural systems. 
For example, the rise of forestry management 
during the late eighteenth century spoke of an 
Etat, or balance sheet, such as was the case 
with Heinrich Cotta’s essay Regulierung eines 
Waldes zu forstwiss. Etat, or “Regulation 
of a Forest to a Balance Sheet of Forestry 
Management” (Lowood, 1990, p. 330). The 
wood mass of an individual tree, and then of the 
entire forest represented this balance sheet. 
Hence, the forest was considered as capital and 
its yield as interest. The value of the forest was 
relevant to the calculation of taxes, the assess- 
ment of the forest’s worth and the prediction of 
annual income for the region (Lowood, 1990). 
Friedrich von Burgsdorff, a Forstwissenschaftler, 
or a forestry scientist, spoke of “keeping the 
forest’s books”. Both the forestry scientist and 
the cameral scientist were interested in the 
conversion of wood into monetary value. The 
cameralist would use a Geld-Etat, or money 
balance sheet; the forestry scientist relied on a 
Forst-Etat which compared the yield to the 
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maximum output over time. Georg Ludwig 
Hartig, in his Grundsdtze der Forst-Direction or 
Principles of Forestry Direction (Management) 
of 1803, equated the creation of the Forst-Etat 
with the establishment of an equilibrium. He 
used terms such as Forstbenutzungs-Etat and 
Natural-Forst-Etat (forest use budget, and 
natural forest budget) in an attempt to balance 
supply and demand (Lowood, 1990, p. 337). A 
“forest use budget” was more relevant to an 
accountant since it interconnected with money. 
“Natural forest budget” represented the 
theoretical capital of the region’s forests. 
Goethe was undoubtedly familiar with 
Kameralwissenschaft, particularly forestry 
management. Indeed, the forestry scientist, Carl 
Christoph Oettelt, who wrote the first definitive 
work on tree measurement in 1765, was 
employed as a civil servant and took over the 
forest department in Ilmenau under Goethe’s 
supervision (Lowood, 1990, p. 327). However, 
the most likely source for Goethe’s managerial 
moral in the Naturwissenschaften was the 
Bergakademie (Mining Academy of) Freiberg. 
The Academy, under the direction of Werner, 
was the world’s premiere institution for the 
mining sciences. Its students included Alexander 
von Humboldt, Friedrich von Hardenberg (better 
known by his Romantic penname, Novalis), 
Heinrik Steffens and Franz Xavier von Baader. It 
produced highly skilled and trained men 
educated in theories of geology, geognosie, 
mechanical engineering, chemistry, iron metal- 
lurgy, hydraulics and mining instruments and 
equipment. Interestingly, other courses in 
the Freiberg curriculum included mining 
law (Bergrecht), Kameralwissenschaft, eco- 
nomics (Okonomie) and water management 
(Wasserwirtschaft)? Hence, the Academy 
trained young engineers to become competent 
officials and advisors to regional rulers. All of 
Goethe’s mining officials at Ilmenau were alumni 
of the Mining Academy at Freiberg. Carl August, 
on Goethe’s recommendation, would even pay 
for the education of his subjects to attend the 


? For the curriculum of Alexander von Humboldt whilst at Freiberg, see Schellhas (1960, pp. 57—58). 
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Academy. After their course, the students would 
then return to the Duchy of Saxe-Weimar and 
serve their Duke as Bergrdate, or mining advisors. 


EIGHTEENTH-CENTURY ECONOMIC 
THEORIES IN FRANCE AND GERMANY 


Before one analyses Goethe’s administrative 
rhetoric found throughout his investigations of 
nature, a brief study of Goethe’s economic 
views, as well as the economic theories and 
practices available to him during the late 1770s 
and early 1780s when he began to formulate his 
Naturanschauung, is in order. During the early 
1770s a modified version of the physiocratic 
doctrine of Francois Quesnay was sweeping 
throughout parts of Germany. Although it would 
be way beyond the scope of this paper to 
provide a detailed analysis of the physiocratic 
doctrine, a brief synopsis of the major points of 
this economic theory, how they affected Goethe 
and how he implemented this doctrine is 
necessary. 

The basis of the physiocratic doctrine was that 
social phenomena, like their counterparts in 
nature, are subject to lawfulness. Thus, just as 
natural laws control and regulate nature, social 
law, established by human reason, guarantees 
order (Sagave, 1976, p. 109). Thus, Quesnay 
wished to establish an economic theory based 
on an ordre naturel. Quesnay believed in the 
existence of self-evident truths (Evidenz) which 
took the form ofboth physical laws in nature and 
moral laws of human behaviour (Hutchinson, 
1990, pp. 280-281). The interrelationships 
between laws of science and behaviour are very 
evident in the concluding sentence of one of 
Quesnay’s essays of 1756: 


These primary self-evident truths are the basis of super- 
natural knowledge, and of the primary developments of 
natural knowledge, the fundamental truths of the sciences, 
the laws which direct the mind towards the progress of 
knowledge, the rules of conduct of all animals in actions 
concerned with their self- preservation, their needs, inclina- 
tions and unhappiness (Hutchinson, 1990, p. 281). 


Quesnay believed that it was the ultimate task of 
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the enlightened ruler to make natural and 
positive laws coincide: 


In order to understand the order of time and space, and to 
control navigation and safeguard trade, it has been 
necessary to observe and calculate precisely the laws of 
the movement of celestial bodies. Similarly, in order to 
understand the extent of the natural right of men joined 
together in society, it is necessary to settle upon the 
natural laws which form the basis of the best government 
possible (Hutchinson, 1990). 


Because natural laws are “inscrutable and 
indisputable”, Quesnay argued that they should 
form the basic structure upon which a perfect 
government could be erected. Obedience to 
laws which are modelled after natural laws 
guarantees freedom; abuse results in “a freedom 
harmful to himself and to others” (Hutchinson, 
1990). Thus, Quesnay’s political philosophy, 
which was very similar to Goethe’s, could be 
summed up in two general maxims. First, in 
contrast to Montesquieu, Quesnay believed in 
an absolutist doctrine, i.e. “that there should bea 
single sovereign authority, standing above all the 
individuals in the society and all the unjust 
undertakings of private interests”. Second, the 
“nation should be given instruction in the 
general law of the natural order, which con- 
stitutes the form of government which is self- 
evidently the most perfect” (Hutchinson, 1990). 

Paul-Pierre Le Mercier de la Riviere gave the 
most comprehensive account of physiocratic 
principles in his 1767 work entitled L’Ordre 
naturel et essential des sociétés politiques 
written under the close supervision of Quesnay. 
Mercier argued in his work that natural laws 
included both the physical laws of Newton’s 
universe as well as social and moral laws. He 
even compared the role of the magistrate to the 
work ofa doctor since both implement, as a part 
of their cultural tool kit, natural laws. The 
magistrate utilises his laws for the health 
of the region’s economy and politics: the doctor 
for the well-being of the individual citizen 
(Hutchinson, 1990, p. 288). As did Quesnay and 
Mirabeau, Mercier echoed the sentiment that 
the sovereign must base his rule on natural 
laws: 
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It is, then, a constant truth that everywhere where self- 
evident, public knowledge reigns of the natural and 
essential order of each society, and everywhere where 
despotism is legal, the authority . . . finds itself necessarily 
providing the strongest support for the natural order, and 
this for the sole reason that it is the unique means by 
which the sovereign can assure the greatest possible 
revenue (Hutchinson, 1990, p. 289). 


Just as was the case for Goethe, the natural laws 
of the physiocrats ensure a natural order (or 
ordre naturel) just as social and moral laws 
guarantee social order. It was the duty of the 
government to illustrate that their laws were 
analogous to natural laws in order to vindicate 
their political and economic theories. As 
has been argued elsewhere, Quesnay’s ordre 
naturel must be understood as a notion of law in 
a scientific sense. Hence, a poor economic or 
political theory is a consequence of misinter- 
preting nature. His tableau economique was a 
medication for the ailing economic system of 
mercantilism (Mahl, 1982, p. 145). Via this table, 
Quesnay could introduce order and balance, 
which are present in nature, into economics 
where they had previously been missing. 

In summary, Quesnay and the physiocrats 
based their political and economic theories on 
nature. It is important to note that physiocracy 
was not at all an economic system based on 
revolutionary principles. Quite the contrary, it 
not only accepted but defended a social 
hierarchy, much in the same way they accepted 
a hierarchy in nature. Enlightened despotism 
was the only “natural” form of government 
(Sagave, 1969, p. 114). Nature served as the 
physiocrat’s model. By offering the subjects a 
theory based on a benevolent nature, the 
physiocrats legitimated their ideas. Also, by 
implying a hierarchy in society which should be 
ruled by an enlightened despot, the physiocrats 
won favour from rulers who had the power to 
implement their theories. An economic and 
political policy based on the natural world had 


M. W. JACKSON 


great appeal to Goethe. Below, I shall discuss 
Goethe’s dealings with the physiocratic theory. 
It is important to note that Goethe needed to 
familiarise himself with economic theories as a 
result of his administrative appointment. Hence 
he was formulating his economic views and 
scientific views concurrently. A financial system 
which used the rhetoric of nature would 
necessarily find great sympathy from the 
statesman and natural researcher. It is interesting 
to note that just the reverse is true in present- 
day Europe. 

Goethe’s first public judgement of physio- 
cracy appeared in the Frankfurter gelebrte 
Anzeige of 1772 to which he contributed. This 
notice praised the physiocratic doctrine over 
the older cameralistic—mercantilistic theory of 
economics which was labelled “a mismatch of 
information” (Mahl, 1982, p. 134). Moreover, 
Goethe’s own activities at the Ilmenau mines 
had more of a physiocratic than a cameralistic 
bend (Sagave, 1976, p. 111). Goethe was clearly 
aware of the physiocratic experiments per- 
formed on German soil in Karlsruhe and 
Darmstadt. Margrave Karl Friedrich of Baden 
wished to execute an agricultural reform. As 
a result, there was intense correspondence 
between the Margrave and Mirabeau and 
Dupont de Nemours. Johann August Schlettwein, 
the leading German physiocrat of his time, was 
put in charge of Karl Friedrich’s reform. His 
major work, which Goethe possessed in his 
library, clearly reflected the physiocrats’ com- 
mitment to basing political and socal institutions 
on nature, Die wichtigste Angelegenheit fiir das 
ganze Publicum: oder die natürliche Ordnung 
in der Politik tuberbaupt (The Most 
Important Concern for the Entire Public: or the 
Natural Order in Politics) of 1772.5 Goethe’s 
brother-in-law, lawyer and economist Johann 
Georg Schlosser, replaced Schlettwein in 
Karlsruhe as a member of the Landescollegium. 
The Karlsruhe court was constantly in direct 


3 Note that by the mid-1780s Goethe began to distance himself from Schlettwein’s economics by claiming that it was no 
longer practical and much too theoretical. See Goethe's letter to Knebel, 15 December 1784. For a more detailed account of 


Goethe and Schlettwein see Mahl (1982, pp. 186—188). 


GOETHE'S ECONOMY OF NATURE 465 


contact with the Darmstadt court concerning 
the physiocratic reforms, Goethe visited both 
courts in order to study their economic reforms: 
Karlsruhe in 1779 and Darmstadt in 1780 
(Sagave, 1976, p. 111). Goethe undoubtedly 
sided with the physiocrats on many issues. The 
importance of property (particularly for the 
Duke’s subjects), soil enrichment, the dis- 
sipation of large, seigneurial goods and the 
necessity to build trade routes were all physio- 
cratic topics with which Goethe occupied 
himself and indeed strongly supported (Mahl, 
1982, p. 187). Also, his decision not to increase 
taxes for the city of Ilmenau to raise funds for the 
mines, but rather to invest capital in order to 
improve mining technology, was very much in 
line with Turgot and the physiocrats and 
opposed to the cameralistic style of taxation 
of his corrupt predecessor. Goethe’s poem, 
Ilmenau, clearly contained physiocratic 
tendencies (Mahl, 1982, p. 599). Thus, as Sagave 
(1976, p. 111) has shown, Goethe took up 
several main ideas of the physiocrats and worked 
on bringing about their realisation. This is quite 
evident in many exchanges of letters between 
Goethe and Carl August and Goethe and Merck 
during the mid-1780s, as well as in Goethe’s 
poem Begrüssung des Herzogs Carl August in 
Verkleidung als Bauer (Greetings of Duke Carl 
August Disguised as a Farmer) written in 1778. 

The continuing influence of French eco- 
nomics on Goethe is seen by Turgot. Although 
Turgot certainly lay outside the physiocratic 
school and was influenced more by Vincent de 
Gournay than by Quesnay, he nevertheless 
accepted and supported several physiocratic 
ideas, including basing an economic system on 
nature, and speaking of the necessity of natural 
law, both in accordance with serving his king 
(Hutchinson, 1990, p. 308). Turgot believed 
that goods were a result of the multifarious 
powers of nature. Such a view was very close to 
Goethe’s own practices at Ilmenau. After all, the 
purpose of mining is to reap the goods of nature, 


4¥or a comprehensive study of the impact of Turgot’s administration on the development of science in late eighteenth... 


century France, see Gillispie (1980). 


i.e. the mineral ores. Two major accomplish- 
ments during Turgot’s very short tenure (less 
than two years) included a thorough reform of 
taxation and a massive improvement of the road 
system throughout France (Hutchinson, 1990, 
p. 309). Goethe implemented similar changes in 
Iimenau’s taxation and in the roads of Saxe- 
Weimar since Goethe was appointed director of 
Wege- und Strassenbau in 1779 (construction 
of paths and streets). Recall that Turgot was 
Contrôleur général of France after being 
the director of the province of Limousin, just 
as Goethe was appointed director of the 
Finanzverwaltung of Weimar. Also, both 
Turgot and Goethe saw a waste of governmental 
funds in paying redundant governmental posi- 
tions and thus closed many of them. Both Turgot 
and Goethe strove to improve the farmer’s 
situation (Sagave, 1976, p. 110, 1969, p. 116). 
Finally, both men concentrated their efforts on 
the practical applications of the natural sciences 
for the benefit of their rulers and provinces.* 

Goethe praised Turgot’s work in his autobio- 
graphy, Dichtung und Wabrbeit. Indeed, 
Goethe’s Wilbelm Meisters Lebrjabre, in 
particular Book VII, discusses several of the 
theoretical aspects of Turgot’s economic theory 
such as the manufacturing power of human 
labour, the positive and negative effects of the 
division of labour, the question of the payment 
of dependent workers, the role of commerce 
and capital, and the question of whether and to 
what extent the economy can be advanced and 
controlled by private individuals or official 
authorities (Mahl, 1982, p. 172). 

Goethe was involved with new economic 
theories throughout his lifetime. After his 
dealings with physiocracy, he became interested 
in the theories of Schlosser. Schlosser’s 1784 
work, which signalled his gradual separation 
from physiocracy, was entitled, Xenocrates oder 
Uber die Abgaben. An Goethe (Xenocrates or on 
the Tax Rates. To Goethe). Goethe was also 
influenced by Justus Möser, particularly by his 
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Patriotische Phantasien. He was forced to take 
issue with Adam Smith thanks to his good friend, 
economist Georg Sartorious, whose abridged 
translation of Smith’s Wealth of Nations 
which included applications relevant to German 
duchies was published in 1796 and launched a 
massive reception of Smith’s views in Germany. 
Goethe was familiar with, and indeed harshly 
criticised, Heinrich von Jakob’s theory of a 
national economy. The 59-year-old Privy 
Councillor became good friends with Graf 
Georg von Buquoy of Bohemia. The ensuing 
decade gave rise to an intellectual exchange in 
mineralogy, geognosie, and other sciences as 
well as political economy. 

Thus Goethe, as a result of his administrative 
position, closely followed the ever-changing 
theories of economics from the early 1770s until 
his death. I wish to posit that the physiocratic 
doctrine which he closely inspected at 
Karlsruhe and Darmstadt and portions of which 
he implemented in Weimar and Ilmenau were 
important to the formation of his investigations 
of nature. Goethe saw how a system of 
economics based on the principles of nature 
could be used not only to improve the 
conditions of the subjects but also to appeal to 
his Duke whose enlightened despotism needed 
to be rooted in nature in order to legitimate his 
rule. Thus, just as is the case with his scientific 
methodology, economic theory must not only 
be based on nature but also must be usable and 
practical. Recall Goethe’s eventual disdain for 
Schlettwein’s later economic principles which 
he labelled as being “scientia occulta” due to its 
impracticality (Mahl, 1982, p. 351). 


GOETHE’S ADMINISTRATIVE RHETORIC IN 
HIS INVESTIGATIONS OF NATURE 


Let us now consider the administrative 
rhetoric present in his investigations of anatomy 
and mining. Before I do, I wish to emphasize that 
Goethe is not the only eighteenth-century 
scholar with such a rhetoric. Several leading 
natural historians also encorporated such a 
discourse. Where Goethe differs from the rest is 
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that he was actually legitimating his political 
support for enlightened despotism by basing his 
economic views on nature and by using an 
administrative discourse in his investigations of 
nature. The source of Goethe’s credit was 
economical; i.e. the way in which he won the 
favour from Carl August was by publically 
illustrating that his economical and administra- 
tive policies were derived from nature herself. 
Conversely, his Naturforschung depicted 
nature as the perfect economy. Goethe’s 
economy of nature had its roots in his admini- 
Strative duties at Ilmenau. His language of 
the economy of nature obtained its meaning 
because it represented his practical orientation 
of research in mining. Goethe’s interface with 
nature in the 1770s and 1780s was in an 
economical and industrial capacity. Thus, the 
economy of nature was not metaphorical in 
Goethe’s eyes, since nature was the perfect 
economy. Goethe was attempting to forge and 
reinforce connections between the bureau- 
cratic, mining, and artisan enterprises. He faced 
these problems of linkage in his daily routine 
as an administrator working on committees. 
Goethe was building a network in which the 
Bauplan represented the network’s record. 

I have discussed how Goethe’s theory of 
economics and management was based on 
nature. Interestingly, his views of nature were 
based on economics and administration. He was 
obviously familiar with balancing account 
books. He was appointed director of the 
Finanzverwaltung or financial administration in 
1782. It was his responsibility to erase the debts 
accrued by his predecessor, von Kalb, by 
establishing a commission for a system of new 
taxation in Ilmenau for 1784 until 1803 
(Hermann, 1955, p. 29). He inherited a great 
deal of disorder whilst accepting his position at 
Ilmenau. The small mining town was gravely in 
debt and suffered from high unemployment. The 
mining commission previous to Goethe had 
been accused of mismanagement and fraudu- 
lence (Wagenbreth, 1983, pp. 24—38). Goethe 
used money management to create and maintain 
order. His money management was very 
similar to the concept of water management 
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(Wasserwirtschaft) which he employed in the 
mines of Ilmenau. Obviously in mines water 
management is crucial. Properly managed, water 
represents a vital source of power. Improperly 
managed, water can cause havoc. The history of 
the Ilmenau mines is marred by disasters of 
flooding and the collapsing of tunnels as a result 
of water pressure. Water management therefore 
is very similar to financial economy. Water needs 
to be managed, controlled, conserved and 
redistributed efficiently. Thus, it serves as the 
“currency” of mining. In order to implement 
water management at Ilmenau, Goethe turned to 
his colleagues at Freiberg, particularly Werner, 
who established the most comprehensive sys- 
tem of water management at the Mining 
Academy. 

Of fundamental importance to Goethe’s man- 
agement of nature is the notion of the budget. 
Budgets are instruments of order; chaotic 
accounting can be rectified, and superficially 
chaotic natural forces can be systematized by 
them. Nisbet (1972, p. 21) has previously 
indicated this metaphor in Goethe’s scientific 
thinking. In 1830 Goethe wrote, “The provident 
nature has bound itself to a balance sheet, a 
budget (ein Etat, ein Budget) in which she 
reserves individual funds (Kapiteln) ...in which 
however the main sum (Hauptsumme) remains 
the same, for if too much has been expended on 
one side, it subtracts it from the other and 
balances out in no uncertain manner”. 

In his essay Erster Entwurf einer allgemeinen 
Einleitung in die vergleichende Anatomie, 
ausgehend von der Osteologie (The First 
Outline of a General Introduction in Comparative 
Anatomy, Starting from Osteology) of 1795, 
Goethe spoke of an organism’s ability to budget 
its Bildungstrieb, or formative force. 


The rubric of its [ie. the Bildungstrieb's] budget in 
which it divides up the cost, are prescribed to the 
organism. What it will direct to each part is to a point up 
to it. If it wants to direct more [i.e. force] to one part, it is 
not completely hindered as long as it simultaneously 
takes away the same amount from another part. Thus 
nature can never be in debt nor can it become bankrupt 
(bankrutt) (Troll, p. 318). 
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Note that the Bildungstrieb plays the same role 
in anatomy that water plays in mining. It is the 
currency of the organism and is given out and 
taken away in equal increments, thus remaining 
in balance. Later, in 1796 in his lectures on the 
aforementioned essay, Goethe writes: 


Thus the most perfect animals and particularly man arise 
from the total determination of the limbs, Here 
everything has a definite form, position, number in 
the most regulated organisation; thus, although the 
multifarious activity of life wants to bring about a 
deviation, the entire organism will remain in balance 
(Troll, p. 359). 


Goethe often spoke of the economy of nature 
(Ökonomie der Natur), i.e. that nature never 
wasted her currency, or Bildungstrieb, but 
rather served as the model for a perfect 
economy. 

Goethe also believed that the parts of a given 
organism stand in a balanced relationship to one 
another. If one organ evolved more than 
another, it did so as Goethe claimed auf Kosten 
or “at the cost of” the other organs. This 
view reflects Goethe’s subsequent law of 
compensation, which is applicable to living 
organisms and comprises a major portion of 
Goethe’s work on morphology. The law of 
compensation controls the distribution and 
quantity of force needed for a specific organi- 
sational plan. The total amount of force is 
proportional to the degree of complexity of the 
organism. The organism, under a given set of 
stimuli, develops some of its organs quite 
extensively in response to such stimuli, 
whilst others may not be developed at all. 
Consequently, particular organs evolve at the 
expense of others. Thus, as Goethe writes, the 
law of compensation is the law which states 
“that nothing can be added to any part without 
something being subtracted from another and 
vice versa” (Troll, p. 318, translated by Nisbet, 
1972, p. 21). Thus, in an administrative fashion, 
Goethe’s world was an economic system of 
balance and flow. Both natural systems and 
legislative accounts must be in balance, and laws 
represent the principle of such an economic 
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system. In Dichtung und Wabrbeit Book X, 
Goethe himself claimed that his interest in 
economical and technological considerations 
(die Lust zu ökonomischen und technischen 
Betrachtungen) was sparked by the study of 
geognosie and mining. He continued by stating 
that the crucial factor tying his scientific and 
mercantilistic interests was the chemistry of 
mining technology. Thus the interplay of nature, 
economics and management was a result of 
Goethe’s occupation and responsibilities. 


CONCLUSION 


In conclusion, Goethe found in the natural 
world the regime which he served, enlightened 
despotism. Because, as we have seen, the natural 
researcher’s job as court official was political, his 
beliefs would necessarily have had political 
motives. In order to vindicate his knowledge 
(including his knowledge of economics and 
management), Goethe wished to reveal that 
natural philosophy derived from nature herself. 
Unfortunately, the Anglo-American tradition has 
created an illusory Goethe. He is seen by many 
to represent the archetypal Romantic, leader of 
the Sturm und Drang, opponent of Cartesian 
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rationalism as evidenced by his attack against 
Baron d’Holbach’s Systéme de la nature, and the 
misguided poet who dared to challenge the 
Newtonian doctrine. But this view surely 
neglects the large extent to which Goethe 
exploited the resources of the Aufldrung in 
order to fashion himself as Privy Councillor of 
Saxe-Weimar. His usage of the expertise present 
at the Bergakademie Freiberg in order to run the 
mines at Ilmenau is a prime example of this. In 
many respects, Goethe belonged to the last 
generation of the ancien regime. As we have 
seen, he was an absolutist and a firm believer in 
enlightened despotism. One needs to under- 
stand court culture in order to understand what 
type of world Goethe wished to construct in 
Weimar during the late eighteenth and early 
nineteenth century. One very vital component 
of this culture was his administrative responsi- 
bilities. Another important part was his dealings 
with the natural sciences. As we have seen, 
Goethe’s interface with nature in the 1770s and 
1780s was in an economical capacity. For this 
reason, his Naturanschauung had an economical 
rhetoric. Similarly, his theories of economy and 
politics were based on the theories of nature in 
order to be ligitimated. For these reasons, 
Goethe consciously created the linkages between 
nature and culture. 


BIBLIOGRAPHY 


Amrine, F. & Zucker, F., Introduction, in Amrine, F., Zucker, F. & Wheeler, H. (eds), Goethe and the 
Sciences: a Reappraisal (Dordrecht: Reidel, 1987). 

Biedermann, F. F. von (Htsg.), Goethes Gespräche Gesamtausgabe, 5 Bande (Leipzig: Biedermann, 1910). 

Chapman, B., The Police State (London: Pall Mall, 1970). 

Dittrich, E., Die deutschen und Osterreichen Kameralisten (Darmstadt: Wissenschaftliche Buchgesellschaft, 


1974). 


Dorward, R. A., The Prussian Welfare State Before 1740 (Cambridge, MA: Harvard University Press, 1971). 

Forrester, D. R. A, Rational Administration, Finance and Control Accounting: the Experience of 
Cameralism, Critical Perspectives on Accounting (1990) pp. 285-317. 

Gillispie, C. C., Science and Polity in France at the End of the Old Regime (Princeton, NJ: Princeton 


University Press, 1980). 


Golinski, J., Utility and Audience in Eighteenth Century Chemistry: Case Studies of William Cullen and 
Joseph Priestley, British Journal for the History of Science (March 1988) pp. 1—31. 

Hermann, W., Goethe und Trebra. Freundschaft und Austausch zwischen Weimar und Freiberg, 
Freiberger Forschungshefte, Kultur und Technik, D9 (Berlin: Adademie, 1955). 

Hutchinson, T., Before Adam Smith, The Emergence of Political Economy, 1662—1776 (Oxford: Blackwell, 


1990). 


GOETHE'S ECONOMY OF NATURE 


Lowood, H. E., The Calculating Forester: Quantification, Cameral Science, and the Emergence of Scientific 
Forestry Management in Germany, in Frangsmyr, T., Heilbron, J. L. & Rider, R. E. (eds), The Quantifying 
Spirit of the 18th Century, pp. 315-342 (Berkeley: University of California Press, 1990). 

Mahl, B., Goethes Gkonomisches Wissen. Grundlagen zum Verständnis der ökonomischen Passagen im 
dichterischen Gesamtwerk und in den “Amtlichen Schriften” (Frankfurt am Main: Peter Lang, 1982). 

Maier, H., Die altere Deutsche Staats- und Verwaltungslebre (Polizeiwissenschaft) (Berlin: Luchterhand, 
1966). 

Mueller, B., Goethe’s Botanical Writings (Honolulu, HI: University of Hawaii Press, 1952). 

Nisbet, H. B., Goethe and the Scientific Tradition (London: Institute of Germanic Studies, 1972). 

Sagave, P.-P., Französische Einflüsse in Goethes Wirtschaftsdenken, in Catholy, E. von & Hellmann, W. 
(Hrsg.), Festschrift für Klaus Ziegler, pp. 113-131 (Tübingen: Max Niemeyer, 1969). 

Sagave, P.-P., Ideale und Erfahrungen in der politischen Praxis Goethes im ersten Weimarer Jahrzehnt, 
Goethe Jabrbuch (1976) pp. 105—115. 

Schellhas, W., Alexander von Humboldt und Freiberg in Sachsen, in Alexander von Humboldt 
(1769-1859). Seine Bedeutung für den Bergbau und die Naturforscbung, Freiberger Forschungshefte, 
Kultur und Technik, D 33 (Berlin, Akademie, 1960) pp. 29-114. 

Tribe, K., Cameralism and the Science of Government, Journal of Modern History (June 1984) pp. 
263—284. 

Troll, W. (Hrsg.), Goethes morphologische Schriften (Jena: Eugen Diedrichs). 

Wagenbreth, O., Goethe und der IImenauer Bergbau (Weimar: Nationale Forschungs- und Gedenkstätten 
der klassischen deutschen Literatur in Weimar, 1983). 


469 


Accounting, Organizations and Society, Vol. 17, No. 5, pp. 471-475, 1992. 


Printed in Great Britain 


0361~3682/92 $5.00+.00 
Pergamon Press Ltd 


INTRA-INDUSTRY ENVIRONMENTAL DISCLOSURES IN RESPONSE TO THE 
ALASKAN OIL SPILL: A NOTE ON LEGITIMACY THEORY 


DENNIS M. PATTEN 
Illinois State University 


Abstract 


According to the legitimacy theory arguments of Preston & Post (Private Management and Public Policy, 
Prentice-Hall, 1975), social disclosures can be viewed as a method of responding to the changing perceptions of 
a corporation's relevant publics. Based on this theory, this paper examines the effect of the Exxon Valdez oil 
spill on the annual report environmental disclosures of petroleum firms other than Exxon. A significant increase 
in such disclosures is found. Furthermore, the amount of change is shown to be related to firm size and 
ownership in the Alyeska Pipeline Service Company. The results therefore support the legitimacy theory 


arguments. 


Although annual report social disclosures have 
been a topic of interest within the accounting 
profession for a number of years, few studies 
have examined how external events impact upon 
the provision of such disclosures. In order to help 
fill that void, this note reports the results of an 
examination of the change in annual report 
environmental disclosures by petroleum firms 
(other than Exxon) in response to the increased 
environmental concern resulting from the 1989 
Alaskan oil spill. The study is grounded in the legit- 
imacy theory arguments of Preston and Post,’ and 
as such, begins with a discussion of that theory. 


LEGITIMACY THEORY AND SOCIAL 
DISCLOSURE 


In many respects, legitimacy theory is based 
on the concept of the social contract. As 
explained by Shocker & Sethi (1974, p. 67): 


Any social institution — and business is no exception — 
operates in society via a social contract, expressed or 


implied, whereby its survival and growth are based 
on: 

(1) the delivery of some socially desirable ends to society 
in general, and 

(2) the distribution of economic, social, or political 
benefits to groups from which it derives its power. 

In a dynamic society, neither the sources of institutional 
power nor the needs for its services are permanent. 
Therefore, an institution must constantly meet the twin 
tests of legitimacy and relevance by demonstrating that 
society requires its services and that the groups 
benefiting from its rewards have society’s approval. 


Until relatively recently, legitimacy was con- 
sidered only in terms of economic performance. 
As long as a firm was successful (profitable), it 
was rewarded with legitimization. But during 
the 1960s and 1970s society’s perceptions of 
business changed. Tinker & Niemark (1987, 
p. 84) note that “the public, in general, became 
increasingly aware of the adverse consequences 
of corporate growth”. Advocacy groups and 
research organizations concentrating on corp- 
orate social performance gained prominence, 
while public confidence in business declined.” 
In short, society began to demand that business 


1! For a detailed discussion of this theory see Preston & Post (1975). 


2 This decline is well documented in Lipset & Schneider (1983). 
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address the social issues inherently related to 
the organizations. 

Unlike economic performance which could 
be quantitatively measured via profits, social 
performance was outside the realm of the 
market system. Accordingly, social concerns 
were addressed through the public policy arena. 
Heard & Bolce (1981, p. 248) note, for example, 
that between 1965 and 1980 more than 100 
pieces of legislation dealing with the social 
impact of business were enacted in the United 
States. This relationship between social con- 
cern and public policy is the focus of the 
interpenetrating systems research of Preston 
and Post. 

According to Preston & Post (1975), issues 
are raised by society, analyzed through the 
public policy arena, and if deemed necessary, 
enacted into law. Thus, whenever a relevant 
public is dissatisfied with the performance of an 
organization it can apply pressure to the firm to 
meet expectations or it can use the legal system 
to require improved performance (Post, 1978). 
As such, firms must adapt not only to the formal 
legal environment, but also to the public policy 
process from which the issues emerge. 

Couched in this theory, social disclosures 
represent one of the methods that firms can use 
to influence the public policy process.* This can 
be done either directly, by addressing public 
and/or legislative concerns, or indirectly, by 
projecting an image of the company as socially 
aware. The desired effect, in either case, is to 
reduce what Miles (1987) refers to as the 
“exposure” of the company to the social and 
political environment. Finally, because social 
legitimacy is a function of the public policy 
process, it can be argued that the greater the 
likelihood of adverse shifts in public policy, the 
greater the need to attempt to influence the 
process through social disclosure. 
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THE REACTION TO THE ALASKAN OIL 
SPILL 


Background 

Just past midnight on 24 March 1989, the 
Exxon Valdez, a supertanker fully loaded with 
Alaskan crude oil, struck a reef in Prince William 
Sound. Before the resulting oil spill was brought 
under control, more than 11 million gallons of 
the Valdez’s cargo had been discharged into the 
waters of Alaska’s gulf coast. Within a year of the 
accident, Exxon had spent more than $2 billion 
on the effort to clean up the spill and restore the 
Alaskan coastal environment (The Economist, 
1990). 

It is not surprising, given the magnitude of the 
disaster, that Exxon allocated substantial cover- 
age to the spill and the subsequent clean-up 
efforts in its 1989 annual report. Indeed, 
approximately 3.5 pages of the report were 
devoted to the Exxon Valdez accident. Interest- 
ingly, Exxon included another 2.5 pages of non- 
Valdez related environmental disclosures in the 
1989 annual report. In contrast, only about 0.6 
pages of environmental information had been 
included in the company’s 1988 report. 

In and of itself, this result might be viewed as 
strong evidence for the relationship between 
legitimacy theory and social disclosure. This 
study, however, is concerned with the impact of 
the oil spill on the environmental disclosures of 
other firms in the petroleum industry. The threat 
to the legitimacy of petroleum firms other than 
Exxon is based on two arguments. First, 
although Exxon has been cited as being primar- 
ily responsible for the oil spill, the Alyeska 
Pipeline Service Company (hereafter, Alyeska) 
was certainly also at fault. 

Alyeska, wholly owned by a consortium of 
seven oil companies with activities on the North 
Slope of Alaska,* runs the Trans-Alaska Pipeline 


3 Certainly other methods of influencing public opinion and public policy exist. Zeghal & Ahmed (1990), for example, 
examined advertisements and company brochures in addition to annual reports and found they also contained social 


responsibility information disclosures. 


4The companies with an ownership interest in Alyeska are BP America (a wholly owned subsidiary of British Petroleum), 
Atlantic-Richfield, Exxon, Mobil, Amerada Hess, Phillips, and Unocal. 
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and is also responsible for the port of Valdez. 
According to its own contingency plan, Alyeska 
was responsible to respond to any oil spill 
in Prince William Sound within five hours. 
Response to the Exxon Valdez accident, how- 
ever, took nearly 12 hours. Citing the problems 
with Alyeska’s response, the National Wildlife 
Federation sued the company (along with 
Exxon) to establish a fund for the clean-up of the 
sound (Wall Street Journal, 1989). Thus, the oil 
companies affiliated with Alyeska also have been 
affected by the spill. 

The second argument for a threat to the 
legitimacy of the oil industry relates not to a 
specific tie to the accident, but rather to the 
general impact of the spill on the attitude of the 
public towards petroleum firms. As noted by 
Brock Evans of the National Audubon Society in 
a Newsweek article on the spill, “This may turn 
out to be a seminal event, like the Santa Barbara 
oil spill of 69” which spurred the formation of 
the Environmental Protection Agency and the 
“Earth Day” era of pro-environmental legislation 
(Newsweek, 1989, p. 18).° 

If indeed the Alaskan oil spill has resulted in a 
threat to the legitimacy of the petroleum industry, 
legitimacy theory suggests that its companies 
should respond with increased environmental 
disclosures in their annual reports. This study 
attempts to measure that response. 


Sample 
The sample for this study consists of 21 of the 
23 publicly traded companies other than Exxon 
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included in the petroleum segment of the 1989 
Fortune 500.° Annual reports for both 1988 and 
1989 were obtained from these companies. The 
reports were then analyzed for environmental 
disclosures. 

Similar to the classification scheme used by 
Wiseman (1982), an information item was 
deemed to be an environmental disclosure if it 
related to one or more of the following topics: 


a) 
(2) 


(3) 
(4) 
(5) 
(6) 


(7) 


Total disclosures were measured as the amount 
of pages, in 1/100th of a page intervals, included 
in the annual report.” 

Because both the identification and subse- 
quent quantification of disclosures is subject to a 
degree of arbitrariness (Wiseman, 1982; Ingram 
& Frazier, 1980), calculation of disclosures was 
made independently by the author and another 
reviewer. All disagreements were discussed and 
reconciled.® 


Discussion of environmental regulations 
or requirements. 

Environmental policies or company con- 
cern for the environment. 

Conservation of natural resources. 
Awards for environmental protection. 
Recycling efforts. 

Expenditures related to environmental 
performance. 

Litigation related to environmental actions. 


Tests 
Two procedures were used to measure 
whether the post-Vaidez environmental concern 


5 Some impact has already been felt. A congressional vote on opening the Arctic National Wildlife Refuge to oil exploration 
has been delayed indefinitely. In addition, movements to allow expanded offshore drilling in California and Florida have also 


been sidetracked (Business Week, 1989, p. 102). 


° Annual reports for either 1988 or 1989 could not be obtained for the other two companies, Murphy Oil and Tosco 
Petroleum. They were therefore excluded from the study. All but two of the sample companies had 12-31 year-ends. The two 
exceptions, Ashland and Tesoro, had 9—30 year-ends. All tests were repeated excluding these two companies. Results, not 


presented here, were comparable. 


7 This is consistent with the measurement method used by Ernst & Ernst up through their 1977 surveys of social disclosure. In 
addition to the page amount measure, disclosures were also calculated as the percentage of annual report pages. All tests were 
repeated using this measure. Results, not presented here, were comparable. 


8 The correlation between the independent measures of the reviewers was 0.987. 
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impacted on the amount of environmental 
disclosures included in 1989 annual reports. 
First, a ftest on the difference in ‘mean 
disclosure between 1988 and 1989 was calcu- 
lated. Second, regression analysis was used to 
determine whether the change in the amount of 
disclosure from 1988 to 1989 was related to firm 
size and/or a company’s involvement with 
Alyeska. A number of studies (e.g. Trotman & 
Bradley, 1981; Watts & Zimmerman, 1978; 
Cowen et al., 1987) have indicated that large 
firms are subject to more social and political 
pressure than small firms. Therefore, it is 
hypothesized that larger firms will increase their 
disclosures more than smaller firms. In addition, 
the holding of partial fault against Alyeska for the 
Exxon Valdez clean-up should increase the 
need to legitimize for those firms with part owner- 
ship interest in the pipeline company. Thus, the 
model (with the expected signs of coefficients 
indicated in parentheses) can be stated as: 


Change = a; + B,size + B2Alyeska, (1) 
C(t). +) 
where: 
Change = amount of 1989 environmental 


disclosures minus the amount of 1988 environ- 
mental disclosures; 

size = log revenues for 1989 (from 1989 
annual report); 

Alyeska = a dummy variable, 1 if the firm is a 
part-owner of Alyeska, 0 otherwise. 


Results 

Results of the test of significance for the 
change in mean disclosures are presented in 
Table 1. Examination of the table reveals that 
mean environmental disclosures increased from 
0.61 pages in 1988 to 1.90 pages in 1989.? The 
difference is significant at the 0.01 level. 
Furthermore, the increase is significant for both 


D. M. PATTEN 


TABLE 1. Comparison of petroleum companies’ mean 
environmental disclosures for 1988 and 1989 annual reports 


Panel A: Total disclosures 


Mean Standard 
disclosures deviation 
1988 0.61 0.784 
1989 1.90 1.469 
t-stat* 3.56; probability 0.001 
Panel B: Non-financial section disclosures” 
Mean Standard 
disclosures deviation 
1988 0.46 0.696 
1989 1.55 1.252 
t-stat 3.47; probability 0.002 
Panel C: Financial section disclosures 
Mean Standard 
disclosures deviation 
1988 0.15 0.220 
1989 0.35 0.359 


t-stat 2.27; probability 0.030 


a t-statistic for test of difference in means for 1988 and 1989. 
> Financial section includes management discussion, 
financial statements, and notes to the financial statements. All 
other areas in the annual report were considered non- 
financial. 


TABLE 2. Regression results for model (1) (NV = 21; change 
= a, + Bysize + B2Alyeska* 


Sum of Mean 


MultipleR 0.70062 ANOVA d.f. squares square 
R? 0.49086 Regress 2 13.719 6.859 
Adj.R? 0.43429 Resid 18 14.230 0.790 
Stderror 0.88915 F = 8.677 Sig. F = 0.0023 
Correlations/covariances 
Alyeska Size 
Alyeska 0.2348 —0.34081 
Size —0.06167 0.13944 
B Sb Beta t Sig. t 
Alyeska 1.10718 0.48456 0.40875 2.285 0.0347 
Size 0.93207 0.37342 0.44652 2.496 0.0225 
Constant 8.14177 3.64152 —2.236 0.0383 


*Change = difference in environmental disclosures 
between 1988 and 1989. 

Size = log revenues for 1989. 

Alyeska = part ownership of Alyeska Pipeline Service 
Company. 


? In order to assure that the unusual item was the increased environmental disclosures in 1989 (as opposed to decreased 
disclosures in 1988), 43 annual reports from 1985, 1986, and 1987 were also reviewed. The mean environmental disclosures 
over this period was 0.47 pages. This was not significantly different from the 1988 average (p = 0.57) but was significantly 


different from the 1989 amount (p = 0.01). 


LEGITIMACY THEORY 


the non-financial and financial sections of the 
annual reports. The findings therefore indicate a 
substantial reaction. 

The results of the regression analysis are 
presented in Table 2. There are two items of 
particular interest from these results. First, both 
independent variables, size and ownership of 
Alyeska, are in the direction hypothesized 
(positive) and both are statistically significant at 
the 0.05 level. Second, the model explains over 
43% of the variation in the change in amount of 
environmental disclosures from 1988 to 1989. 
These results are consistent with legitimacy 
theory’s predictions for the change in disclosure. 


DISCUSSION 


The increased environmental disclosures of 
the petroleum companies, along with the 
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significance of the size and Alyeska variables 
in explaining that increase, can be interpreted 
as evidence in support of legitimacy theory. 
It appears that at least for environmental 
disclosures, threats to a firm’s legitimacy 
do entice the firm to include more social 
responsibility information in its annual report. 

This study, like all others of course, is subject 
to certain limitations. Only one industry and its 
reaction to one event was examined. The fact 
that the petroleum industry has been considered 
high profile with respect to environmental 
issues in the past (Cowen et al., 1987) may be 
significant with respect to the applicability of 
legitimacy theory. The questions of whether (1) 
the petroleum industry responds to threats in 
other areas, and (2) firms in other industries 
respond to environmental threats (or others), 
remain to be examined. 
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Abstract 


This essay outlines the central themes of Gorz’s Critique of Economic Reason (1989) and raises a number of 
critical issues in relation to them, particularly regarding the prospects for a “green accounting”. Like many other 
social theorists, Gorz oversimplifies the nature of economic calculation (and therefore accounting). — 
Accordingly, accounting theorists have much to contribute to the project of determining the proper limits of». 
technologies of quantification. Against utopian and romantic rejections of calculative rationality, it is suggested 
that accounting is not sufficiently well understood for its environmental potential to be dismissed. 


For what we call “counting” is an important part of our 
life’s activities. Counting and calculation are not —e.g.— 
simply a pastime. Counting (and that means: counting 
like this) is a technique that is employed daily in the most 
various operations of our lives (Wittgenstein, 1978, 
p. 37). 


The title of Gorz’s (1989) book, Critique 
of Economic Reason, has been awaiting use fora 
number of years. Just as Kant (1958) sought to 
articulate the limits of pure reason, thereby 
dissolving the speculative excesses of dogmatic 
metaphysics, so Gorz can be regarded as 
attempting to articulate the limits of economic 
reason. Economic rationality is “unaware of how 
narrow its proper limits are” (p. 2) and, in 
overreaching these limits, has given rise to an 
“economicization” of social life. But if the title 
promises something Kantian, the execution of 
Gorz’s task is far from being so. Transcendental 
reflection is displaced by a more historically 


grounded critique which owes intellectual alle- 
giance to both Marx and Weber. The primary aim 
of the critique is to overcome and dissolve a false 
“economic objectivism” rather than simply to de- 
lineate the presuppositional structure of econo- 
mic reason.’ Thus, Gorz’s task is not so much to 
show bow economic knowledge is possible, 
although this is part of it, but to disclose its power 
to eclipse other forms of knowledge and other 
forms of social life. Economic reason is ideological 
in this particular sense of presenting itself as 
merely technical and as thereby unrelated to 
social interests. Thus, Gorz echoes and acknow- 
ledges a neo-Marxist heritage, particularly that 
of his friend Marcuse and the work of the 
Frankfurt School.” However, as we shall consider 
below, he also wishes to distance himself from an 
“over sociologized” approach. This is a strategy 
which locates him within a more explicitly “utopian” 
style of social criticism (see Frankel, 1987). 


* An earlier version of this paper was presented at the EIASM workshop on Green Accounting, London, 10—11 December 
1990. The author is grateful for the helpful comments of Rob Gray, Anthony Hopwood, Keith Maunders, Peter Miller and two 


anonymous ri eferees. 


1 This characterization of the difference is based on a fairly standard model of the Kantian enterprise within social theory. 
Strictly speaking it is an unfair interpretation (see Power, forthcoming) but one which suits the didactic purposes of this 


essay. 


? For an overview of the work of the Frankfurt School, see Held (1976) and Jay (1973). 


477 


478 


Gorz says little about environmental issues in 

Critique of Economic Reason, but the book is no 
less relevant to them for that, The question of 
the legitimacy of economic processes of under- 
standing and intervention is at the very heart 
of debates about appropriate responses to 
perceived ecological crisis. On the one hand 
are those approaches, such as Pearce et al. 
(1989), which attempt to work within, and 
‘adapt, economic and accounting frameworks. 
On the other hand are a diversity of more radical, 
“deep” ecological positions united in their 
rejection of any form of calculatively based 
approach to nature (see, for example, Devall & 
Sessions, 1984). Hence, a discussion of the 
nature and limits of economic calculation is of 
central importance in attempting to come to a 
view about these issues. Gorz’s (1983) earlier 
and more explicit treatment of the environment 
does not directly address the theme of economic 
calculation which is one of the concerns of 
the present essay. However, that discussion 
indicated his consistent determination to link 
the fortunes of the natural world to those of an 
emancipated workplace, and this will also be 
considered below. 

Gorz also says little about accounting directly, 
and most of this is lifted from Weber, but it 
makes good sense to view his work through an 
accounting lens. He says a great deal about the 
role of calculation and monetarization which 
can be understood as the means by which 
economic knowledge is mobilized and is cap- 
able of intervening in areas from which it was 
previously absent or excluded. While the 
manifest relationship between accounting and 
economics as bodies of knowledge can be 
regarded as historically variable there can be 
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little doubt, in some philosophical sense, that 
economics presupposes a capacity to calculate 
and hence some, albeit inspecific, form of - 
accounting. Furthermore, Hopwood (1986) 
argues that economics in practice often requires 
a detailed regime of “technical” calculations 
which may have substantive and unintended 
effects by promoting certain “economic” 
categories at the expense of others. These 
“constitutive” effects of economic calculation 
will also be considered below. 

This discussion of Critique of Economic 
Reason is selectively orientated towards an 
accounting audience and the light that a more 
general theory of calculation may cast on 
current proposals for a “green” accounting 
(Gray, 1990, 1992). Without pre-empting the 
arguments that follow, it is also likely that Gorz’s 
analysis will disappoint precisely where he 
oversimplifies the phenomenon of accounting. 
So while his work can be regarded as rich and 
suggestive, the interpretative task runs in both 
directions. The Critique of Economic Reason 
also has a somewhat eccentric structure and in 
this essay it has been decided to invert the order 
of Gorz’s own discussion by initially addressing 
the issues he raises in Part II of the book. Thus, in 
the next section his more general critique of 
economic reason is considered and tensions 
between epistemological and expertise centred 
bases for this critique are made visible. This is 
followed by an explication of Gorz's proposals 
for a “metamorphosis of work”, a theme which 
matters to environmentalists only if his argu- 
ments linking the liberation of work to that of 
nature are convincing. Having provided a more 
or less descriptive account of Gorz’s position, 
four critical themes are pursued with a view to 


3 In this essay no attempt is made to preside on the difference between “ecology” and “environmentalism” as social 
“movements”, other than to suggest the more radical nature of the former. No doubt the two terms are used here too 


interchangeably for some tastes. 


í Space does not permit an extensive treatment of this question but Shackle (1972) is suggestive of precisely the opposite 
idea, namely, that accounting presupposes economic “expectational” systems of valuation which periodically disrupt its 
closed and neat framework: “In the accountant’s world everything must be accounted for. By the unaccountable shifts of the 
expectational kaleidoscope, it must inevitably be disrupted” (pp. 8-9). The debates about intangible assets seem to fit this 
model of the relationship between accounting and economics. More generally, the “economics of information” represents a 


subsumption of accounting under economics. 


AFTER CALCULATION? 


indicating serious difficulties in his approach. 
The final section of the essay contains some 
speculative reflections on the implications of 
Critique of Economic Reason for the “greening 
of accounting”. It is suggested that Gorz’s 
utopian negation of calculative practices such 
as accounting is one-sided, attending to its 
“colonizing” effects rather than its administrative 
potential across wide geographical areas. 


CRITIQUE OF ECONOMIC CALCULATION 


Gorz claims that “economic” rationality is a 
modern form of instrumental rationality. Like 
Habermas (1981), whom he acknowledges, he 
argues that it is “colonizing” by virtue of the 
dynamic, “expert” administrative subsystems 
through which it is activated. Thus, 


the decline and growing lack of relevance of the 
culture of everyday life exposes it to penetration by 
“expertocracies” and to the colonization of the lifeworld 
by specialised professional bodies of knowledge (Gorz, 
1989, p. 108). 


This process of economic rationalization begins, 
says Gorz, with counting and calculation — 
practices which are insensitive to the “natural 
rhythms” of life. An example is provided by his 
concept of sufficiency which is expressed only 
in “life contexts” in which individuals may 
choose their own levels of working activity and 
effort.” In his most explicit identification of 
calculation with accounting, Gorz states that, 


Accountancy is familiar with the categories of “more” 
and “less” but doesn’t know that of enough ... The 
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organization of activities and of life itself in terms 
of accountancy calculation was quintessentially an 
ordering through which man, on the scale of his own life, 
came nearer to the work which God (the “great 
watchmaker”) accomplished on a cosmic scale (Gorz, 
1989, p. 112).° 


Gorz appeals to a Husserlian phenomenology 
to characterize this process. By implication 
accounting is the “mathematization” of a lived 
relationship with the world via a “synthetic” 
method that disguises its own status as a method, 


... economic rationality itself is formalized into calcula- 
tion procedures and formulae inaccessible either to 
debate or to reflection. We are left with debates between 
experts, quibbling over technicalities of method not with 
the substance of the debate ... (Gorz, 1989, p. 122). 


This “technicization”, as Gorz calls it, allows 
human subjects to be “absent from the 
operations they themselves carry out” (p. 123) 
and calculation becomes a “form of life” rather 
than a method.” He argues that such a form of 
economic rationality could not have expressed 
itself until a more traditional pattern of life had 
decayed. In addressing this process of decay, 
Gorz’s phenomenological and “utopian” al- 
legiances emerge as he appeals to counter 
conceptions of authentic “felt needs” — 
residues of non-quantifiable values which chal- 
lenge a market-based order. We shall return to 
reflect upon the status of these needs in the 
discussion below. 

Broadly speaking, Gorz argues that a split 
between work and life, and the reduction of 
thinking to technique, allows economic calcu- 
lation to emerge as a substitute for value 
judgement. Thereby it becomes incapable of 


5 Gorz does not elaborate the concept of sufficiency in explicitly ecological terms and hence its relationship with current 


preoccupations with “substainability” is uncertain. 


§ This indicates an important tension in the idea of economic calculation: while its rationalizing passion became increasingly 
independent of questions of goals and values, it simultaneously expressed some form of theological mimesis. Gorz aligns 
himself here with those writers who have explored the deep relationship between the rise of calculation and 
mathematization — economic or otherwise — and a distinctive social ethos such as a “puritan” spirit (see, for example, 
Braudel, 1988; Weber, 1974; Merton, 1970). Hirsch (1977) has argued that this indicates a profound irony; the economic 
market ethos has succeeded on the shoulders of an “ethical” heritage which it has in turn undermined. 


7 As Wittgenstein (1978, p. 234) puts it, “if calculating looks to us like the action of a machine, it is the human being which is 


the machine”. 
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defining the “limits of its own applicability”. 
According to Gorz, this process is evident in 
liberal conceptions of the “market” as the 
abstract collective result of entrepreneurial 
calculation (see also Sayer, 1991) which is in 
principle unknowable (in the phenomenological 
sense of “capable of being experienced”) by 
individual participants who, as workers, only 
perceive their own part in a fragmented totality. 
From this point of view, Gorz tends to regard the 
problem of “alienation” as an epistemological 
issue, a question of rationalization rather than 
Capitalism. In this sense he is closer to Weber 
than to Marx. 

One of Gorz’s central concepts in Critique of 
Economic Reason is that of “hetero-regulation” 
— a process in which the “communicational 
infrastructure” of the lifeworld is dislocated and 
replaced by a pure form of systemic self- 
regulation (p. 34). In elaborating this concept he 
seems to take sides with, and adopt the language 
of, Habermas’s communicative-based critique of 
Luhmann’s systems theory (see Holub, 1991, 
chapter 5). But Habermas is also enough of a 
systems-theorist himself for Gorz to take issue 
with his analysis. He argues that the starting 
point for a critique of economic reason is not at 
the “systemic” level of the “symbolic reproduc- 
tion of the lifeworld”. Indeed, it is not “society” 
at all which Gorz regards as the initial theoretical 
point of reference but a more primitive level, 
where language and education are regarded as a 
form of violence to an original lived experience. 
The latter endures as a “ferment of negativity at 
the heart of all culture” (p. 177). Thus, Gorz 
conceives of the lifeworld in a profoundly 
phenomenological rather than a sociological 
sense — the latter is already too organized, 
institutionalized and calculative. Certainly there 
are romantic currents within the tradition of 
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critical theory, a desire to defend and recon- 
struct a sediment of pre-modern meanings, but 
Gorz’s appeal to the “lifeworld” seems more 
primitive still. It is this that allies him more 
closely to post-Marxist utopians such as Bahro 
than to Critical Theory. When he adds that 
society is “no longer found where it institution- 
ally proclaims its existence” (p. 179) but only in 
the “interstices of the system” in which the 
struggle for new public spaces is necessary, then 
the substantive differences between Habermas 
and himself are more visible. For example, 
Gorz’s implicit decentralism implies new pos- 
sibilities for information technology, the 
“electronic cottage” as he has called it else- 
where, as a new organizational basis for work. 
Tbe impersonal basis for calculativity implicit in 
market relations would be replaced by direct 
linkages between dispersed localities.” In this 
respect his proposals do not amount to an 
attempt to reconstruct a public domain in a 
sense which is closely allied to a central 
state apparatus. But, as we shall see, Gorz’s 
decentralism, which also seems to abandon the 
public sphere to market forces, is not without 
difficulties of its own. 

Gorz, like many others, is attempting to 
defend an intuition that certain types of “object” 
are not legitimate objects of economic calcu- 
lation. In this sense Critique of Economic 
Reason can be regarded as part of broader 
debates about the “limits of the market” which 
will be considered further below. In part I of the 
book Gorz speaks more directly to concerns 
about the restructuring and emancipation of 
the labour process than to environmentalism. 
However, Gorz’s proposals for the reorganiza- 
tion of work can be regarded as relevant to 
concerns about “green” accounting, despite 
Dobson’s (1990, p. 165) claim to the contrary. A 


8 “The problem is not the abolition of technology but its subordination. Our aim has to be the ‘reconsruction of God’ — in 
other words, the kind of regulation which can only come from the recreation of spiritual equilibrium within those levels of 
nature neglected by Marx, where human consciousness comes into contact with the external world” (Bahro, 1984, p. 222). 


? Space does not permit an evaluation of Gorz’s views of information technology. Dobson (1990) complains that the 
“national” co-ordination of these linkages is insufficiently specified and it is far from obvious that such “intervention” could be 
non-calculative. See Luke & White (1985) for similar views about the ecological potential of information technology. 
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broad specification of the limits of economic 
knowledge and practice has implications for 
more specific proposals to extend and transform 
the accounting function. With this in mind we 
turn now to consider Gorz’s proposals for the 
transformation of work. 


RETHINKING LABOUR AND 
CONSUMPTION 


As Sayers (1991) has noted, Gorz’s concep- 
tion of a “metamorphosis of work” continues 
themes which have occupied him for many 
years. He offers both a critique of economic 
calculation and a rejection of Marxist “solutions” 
to the problem of labour. These are two strands 
of a more general theme, the “economic 
rationalization of labour”. Borrowing from 
Weber's (1974) analysis of domestic production 
in which traditional patterns of motivation and 
organization prevail, Gorz argues that the 
economicization of labour has been the most 
profound achievement of economic reason. This 
is not simply a technical question of controlling 
labour costs but implicates the creation of new 
economic categories and, more crucial still, the 
creation of economic individuals. These claims 
echo Tribe (1976), for whom the constitution of 
both “land” and “labour” as economic “factors 
of production” is an intellectually decisive 
moment, a take-off point for an “economic 
discourse”, Indeed, philosophical parallels 
between land qua nature and labour qua 
threatened subjectivity are implicit in Gorz’s 
analysis and explicit in romantic thinking in 
general, where the instrumental domination of 
nature simultaneously implies the frustration of 
a “reflective” aesthetically based relation with it 
(see Cunningham & Jardine, 1990). 

Corresponding to an emerging functional 
need for industrial performance to be as reliable 
and predictable as possible is a need to “render 
calculable” the factors on which the economic 
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rationality of its management depends; land and 
labour. Similar claims are prominent within 
recent accounting literature (eg. Miller & 
O'Leary, 1987). More generally, a “post- 
industrial” consciousness recognizes that 
increasingly complex organizations cannot rely 
on workers’ own motivations to ensure their 
smooth running; these must be constructed to 
fulfil their functional role. Gorz locates this 
“Fordist” constructive process at a level of 
systems of regulation which, in their anonymity, 
escape the horizon of the everyday practice of 
organizational participants just as they deter- 
mine that horizon. An important part of this 
argument is the rejection of neo-Marxist utopias 
on ontological grounds. He claims that they are 
simply unrealizable at the level of large 
systems.'° Functional integration always pre- 
vents a fully social integration and sustains itself 
by constructing economically instrumental 
individuals who can be compensated with time 
and money to pursue private interests. 

According to Gorz, sophisticated human 
resource management programmes ultimately 
aspire to the “economicization” of worker 
motives. Calculation and accounting are not 
simply technologies of financial control but also 
a form of work discipline. Again, these are 
familiar themes in the accounting literature (see, 
for example, Knights & Collinson, 1987; Roberts 
& Scapens, 1990). Management as a form of 
government, 


not only sought to calculate and manage financial flows, 
raw materials, the coordination of stages of production 
... but also operated upon what Weber termed the 
“psycho-physical” apparatus of human individuals (Rose, 
1988, p. 183). 


Gorz’s principal thesis is that this process gives 
rise to the disintegration of the working class 
(Gorz, 1982). In its place a dualism between a 
working élite and a pool of labour emerges. The 
former is a stable, if mobile, core while the latter 
is peripheral. Outside this configuration stands a 


10 A claim which, in regarding “complexity” as a necessary feature of the “economy”, is systems-theoretic rather than 


romantic. 
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professional élite of “information workers” such 
as accountants on the one hand, and the 
unemployed on the other."! 

Professional experts play an important role in 
a regulatory function which itself has two 
elements. Firstly, there is a process of market- 
based systemic “hetero regulation” in which, as 
mentioned above, the result of collective action 
has no meaning in terms of the individual’s goals: 


... the market is not the goal of any of the actors who 
confront one another there: it is the space that results 
from their confrontation (Gorz, 1989, p. 34). 


The anonymity and illusory character of 
markets leaves actors in these markets with 
no substantial “voice”; they only have the 
impersonal power of exit (Anderson, 1990). 
Secondly, and in a more institutionally specific 
sense, regulation also functions via the emer- 
gence of an expert occupational class of 
organizers who increasingly colonize the sphere 
of civil society in the sense of defining the 
way “functional” problems are perceived and 
addressed. This is a process which corresponds 
to the “politicization of administration” in 
Offe’s (1985) sense. According to Gorz, social 
regulation is also characterized by a separation 
of professional “public” and private values. He 
argues that the rise of a private ethic is a direct 
conséquence of a retreat from a narrowly 
rationalized public sphere into a world of 
pseudo-intimacy. Hence both these forms of 
“functional” integration, via the market on the 
one hand and expert administration on the 
other, in fact correspond to social disintegration. 
Only an abstract knowledge of collective col- 
laboration (via statistics) or an act of faith by the 
individual in the State (Socialism) or the Market 
(Capitalism) fills a vacated public space. 

The fragmentation of the “working class” 
which ‘results from this regulatory system 
constitutes a crisis for labour movements. 
Neocorporatist tendencies within trade unions 
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have resulted from economically orientated 
allegiances with the “stable core” of workers. 
Gorz argues that a new solidarity with the 
periphery and generality of the labour force is 
possible only if there is a break with the work 
ethic and the “ideology of work” (see also 
Gorz, 1983b, 1985). Gorz also claims that the 
expansion of “continuous” production runs 
has created a new form of process worker, 
connected only to control systems rather than to 
the object itself. Deskilling, as the rendering 
commonplace of occupational skills, creates 
further problems of meaning for which reprofes- 
sionalization and specialization cannot compen- 
sate. In place of the manifestly alienated worker, 
its more subtle extension emerges: Weber’s 
“specialist without vision”. The production 
process is as opaque as it ever was from the point 
of view of the individual and an unbridgeable 
gulf is created between technical and political 
(and environmental?) responsibility. According 
to Gorz, this problem is ontological. Only that 
which can be calculated and quantified assumes 
the status of the real in this system. The deep 
source of the gulf between work and life is to be 
found in calculative reason, and it is this that has 
created a technical culture in which “thought is 
restricted to organization and administration”: 


The task of theory (or rather philosophy) and literature, 
each in its own way and at its own level, will be to unravel 
the web of the dominant discourse which reduces lived 
experience to silence (Gorz, 1989, p. 87). 


Gorz sees two possible paths out of this “iron 
cage”: that of the humanization of work or the 
broadening ofa conception of (environmentally 
“friendly”?) non-work. Adopting the latter non- 
Marxist strategy, he argues that work must 
and will become one activity among others, 
especially as the economy no longer function- 
ally requires full employment. Economic 
rationality has gone as far as it can in 
“economizing factors of production” such as 


11 Fora discussion of the unemployed as the new subject of change see Dobson (1990). See also Franke!’s (1987) criticisms of 
Gorz’s conception of the potential of this new “non-class of post industrial neo-proletarians”. There is some irony attached to 
these ideas in 1991 as a significant number of accountants are joining the ranks of the unemployed. 
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labour and land. The point of non-work activities 
is not to rationalize, i.e. spend less time more 
“efficiently”, but to spend more time on them. 
This activity is its own end and involves the 
“reconquest of time” (Gorz, 1983b). Hence 


the crisis of economic rationality (is) the vacant site of 
another form of rationality (Gorz, 1989, p. 94). 


From Gorz’s perspective, Marx had obscured 
this possibility by pursuing a utopia of liberation 
within work. His post-Marxist stance substitutes 
the goal of liberation from work which, unlike 
the leisure and culture “industries”, does not 
generate work for others or “economize” the 
“consumption” of leisure activities. This post- 
economic vision is premised on the possibility of 
an economic need for less work — a new utopia 
of free time which will release both a (local) 
sphere in which vital needs can be expressed 
and, crucially, a political space vacated by 
organizations and bureaucracies. !* 

This separation of economic work from non- 
economic non-work requires an adequate 
characterization of the limits of the economic. 
Here we return to the Kantian question of 
justification which Gorz faces head on. He states 
that economic rationality, and by implication 
calculative and accounting procedures, are only 
properly applicable to activities which: 


(a) create use value ... 

(b) ... for exchange as commodities ... 

(c) ... in the public sphere ... 

(d) ... in a measurable amount of time, at as 
high a level of productivity as possible. 


Work as an emancipatory activity in a neo- 
Marxist sense, in which economic labour 
and citizenship coincide, only exists where 
conditions (a), (b), (c) and (d) are met; hence 
the Marxist concept of liberation exists only 
under restrictive conditions from Gorz’s point 
of view. For Gorz, effective citizenship is 
not compatible with economic work, and he 
abandons the public space of economic work to 
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the anonymous workings of economic reason. 
This is a strategy which is significant in the 
context of debates about a role for environ- 
mental accounting as a transformation of a 
public system for the measurement of economic 
activity ((c) and (d) above). Gorz’s primary axis 
of transformation is to distinguish work from 
non-work rather than to explore potential 
changes to information structures within work. 
According to Gorz, functions of care and 
assistance, such as teaching and medicine, are 
characterized by (a), (b) and (c) and are not 
susceptible to economic measurement. Indeed, 
he argues against the perverse effects of 
“economic quantification” in these activities, the 
work of doctors is more in the nature of a gift and 
derives its meaning from the non-commercial 
nature of the relationship between doctor and 
patient. The same can be said of teachers. 
Gorz also provides an extensive discussion 
of prostitution and surrogate motherhood. 
Prostitution is characterized by (a), (b) and (d) 
— the rendering of sexual services is incapable 
of having the quality of public exchange. 
Similarly, the maternal function cannot be 
“economicized” — a claim which requires us to 
rethink the relationship between motherhood 
and society. For example, if the mother (mother 
nature?) is regarded as serving society, then 
surrogate motherhood can be readily accom- 
modated on functional grounds. Hence, argu- 
ments concerning the socially useful function of 
motherhood are potentially dangerous. The 
basis on which it is sometimes proposed to 
reward mothers for housework could also, and 
unintendedly, undermine their sovereignty in 
relation to wider social needs. These sentiments 
have recently been echoed by Anderson (1990) 
who, like Gorz, sharply juxtaposes the norms of 
the market and those of personal relationships 
and collective norms of fraternity. Provision of 
certain kinds of good by the market is “to change 
the kind of good they are for the worse”. 
Hence, Gorz argues that not all “paid” 
activities are work in the same sense. Certainly 


12 See Miller (1986) on the various “dreams” attached to non-work and work in this respect. 
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there can be no society, no life, without work, 
but not all societies are based on work. Indeed, 
work in its precise sense ((a)+(b)+(c)+(d)) is 
now scarce. Gorz offers a programme for 
expanding the sphere of work-for-oneself in 
which “spaces of autonomy” allow an inter- 
action in which, at a micro collective lével, there 
is a clear reciprocity of rights and duties. He 
proposes a staged reduction in working time 
which maintains real income. In addition, 
working hours need to be desynchronized — a 
process already initiated by new regimes of 
flexitime but which he wishes to pursue much 
further. Leisure is therefore reconceived not 
simply as compensation but as essential living 
time; a possible transformation inherent in 
technological advance and which reflects a 
modernist strand of Gorz’s thinking. Nothing 
less is at stake here than a subordination of the 
economic to the social realm, a realm for which 
the Welfare State has been little more than an 
imperfect substitute. i 

Gorz’s proposals for the transformation 
of work raise a question of fundamental impor- 
tance: is this metamorphosis, in which there is a 
limited role for economic rationality, simul- 
taneously the “greening” of the workplace? This 
theme is not explicit in Critique of Economic 
Reason but is more apparent in other writings, 
notably Gorz (1983a). Perhaps the best way to 
state his earlier position is by distinguishing it 
from Marxism and from Grundmann’s (1991) 
reconstruction of a Marxist “ecology”. By 
decoupling technology, qua forces of produc- 
tion, from capitalism, Marx implies that the 
domination of nature via such technology is not 
bad per se, indeed this is an important 
component of the instrumental success of 
capitalism. Such is Marx’s anthropocentrism, 
notwithstanding the more romantic currents of 
his younger work. While Grundmann recon- 
structs Marx via a defence of the claim that 
“domination. does not imply violation”, Gorz’s 
position in Ecology as Politics is, by contrast, 
more ecocentric. However, his position also 
seems to have altered over time. Whereas his 
earlier work appealed more directly to marginal 
groups and was more strident in its anti-Marxist 
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posture, the Critique of Economic Reason 
expresses a new recognition of, and reconcilia- 
tion to, economic work. Against pre-capitalistic 
interpretations of Gorz’s earlier position, the 
later “critique” of economic rationality assigns 
work to its proper place. This in turn creates 
problems for interpreting Gorz’s shade of green. 
Despite an implicit thesis that the liberation 
from work via non-work activities is somehow 
simultaneously the non-violent reappropriation 
of the natural environment, his preoccupation 
with this sphere of non-work systematically 
disattends to the environmental consequences 
of economic work. At least, the mechanisms by 
which the transformation of work generates 
non-technocratic orientations to nature are far 
from clear. With this difficulty in mind it is now 
necessary to consider Gorz’s position more 
critically. 


CRITICAL REMARKS 


Without doubt, Critique of Economic Reason 
is a broad and imaginative book, a “work of 
major importance” (Sayers, 1991) which is 
programmatically suggestive if not always 
analytically persuasive. One of its strengths is in 
maintaining the theme of the constitutive nature 
of economic reason. Indeed, it is a short step 
from this view to a recognition that economic 
reason constructs the possibility of its own 
theorizations. For example, the separation of an 
expressive “private” from an “economized” 
public realm, and the emergence of newly 
economic motivations, lends support to eco- 
nomic models of rationality, even though such 
models may have formal weaknesses (Hollis, 
1987) and are in that sense “false”. Gorz is 
arguing that these models of economic reason 
are also “true” by virtue of a self-fulfilling 
constructive process which effectively validates 
their applicability. Once economic rationality is 
privatized and internalized, and conceptions of 
trust and duty are regarded as derivative, then 
model and reality become increasingly bound to 
one another. The world is reconstructed to fit 
the theory. 


AFTER CALCULATION? 


Notwithstanding this strength there are also 
great difficulties in Gorz’s work. Indeed, the 
question needs to be raised as to what Critique 
of Economic Reason really offers an accounting 
audience in general and environmental thinking 
in particular. Four areas where it seems 
that Gorz’s arguments require much greater 
development are examined below: the relation 
between instrumental reason, calculation and 
accounting; Gorz’s critique of “sociological” 
conceptions of a lifeworld; the specification of 
the limits of economic rationality; his proposals 
and orientations. Naturally, these are not the 
only themes worthy of attention. In particular, 
the labour process implications of Gorz’s claims 
will not be addressed directly. 


Instrumental reason, calculation and 
accounting 

In common with critical theorists, Gorz 
seems to conflate and identify instrumental and 
economic reason, calculation and accounting, 
quantification and monetarization. To say this is 
to raise more than minor analytical concerns but 
to question the clarity of his most central 
concepts. At least we must say that not all forms 
of instrumental reason are economic; not all 
forms of calculation are accounting; not all forms 
of quantification are monetarized. But on the 
basis of these initial distinctions we need a more 
robust characterization of “economic reason”. 
This creates a number of problems for Gorz’s 
account in its present form. 

Firstly, and most relevant to the concerns of 
this essay, Gorz has an undeveloped sense of 
what is at stake in accounting. Accounting is not 
simply counting. While it can be said to 
presuppose and operate upon a database of 
economic events and legal property rights, there 
are distinctive information patterns and diverse 
styles of aggregation, disclosure and reporting. 
Accounting is therefore variable in both time 
and space. Meyer (1986), like Gorz, regards 
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accounting as a macrosociological process, a 
product of cultural rationalization. However, he 
analyses this rationalization process into two 
components: technical causal processes which 
are integrated and co-ordinated by monetary 
means on the one hand, and the construction of 
the “countable” entities which enter this pro- 
cess on the other. The former sustains those 
distinctive practices which we call accounting 
while the latter is more general and has no 
specific organization consequences until it is 
enlisted by productive reasoning: 


Not all countings require accounting, or the intervention 
of specialised professionals acting as third party 
guardians of a wider reality (Meyer, 1986, p. 350). 


Indeed, where an organization controls robust 
definitions of a predictable environment, then 
accounting as an abstract calculus is less 
necessary, though bureaucratic processes of 
counting may be. Meyer suggests that account- 
ing increases as organizations confront un- 
certain environments; accounting “arises to 
count, not the visible, but the invisible” (p. 
351). Thus accounting is seen as the 
“organizationally uncontrolled monetarization of 
socially invisible value”; bookkeeping reflects 
“more organizationally controlled and visible 
value”; forms of counting “reflect the complexity 
of entity construction” (Meyer, 1986, p. 353). 
In terms of this threefold distinction between 
accounting, bookkeeping and counting, Gorz 
necessarily over-homogenizes the phenomenon 
of accounting as economic calculation. Further- 
more, the different patterns of ordering within 
accounting thus understood — variable emphases 
upon performance and stewardship, different 
traditions of measurement and disclosure 
— illustrate the complexity of Gorz’s neo- 
Weberian story of rationalization. Indeed, Meyer 
suggests that there is much less real rationali- 
zation in terms of the formal specification of 


13 Goody (1986) argues that medieval monastic communities evolved advanced accounting and management systems by 
virtue of holding “property in common”. In other words, rational asceticism, in which individuals do not own property, 
necessitates collective systems of economic control over the endowments ofa prosperous populace which, in terms of sheer 


volume, escape the physical visibility of individual monks. 
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organizational rules than is typically imagined by 
the pessimistic critic of modernity. The relation- 
ship between bureaucracies and economic 
calculation is far from simple. Recent work 
on the organizational context of accounting 
testifies to the variability of the actual function- 
ing of accounting calculations. Far from being a 
“privileged form of certainty” (Gorz, 1989, 
p. 112), accounting brings with it many 
uncertainties and indeterminacies of its own, 
especially where it is decoupled from other 
organizational processes. Readers of Accounting, 
Organizations and Society are well aware of 
this. 

Secondly, and closely related to the above, 
there is also a need to distinguish quantification 
from monetarization, i.e. to further subdivide 
Meyer’s category of “counting”. From Gorz’s 
phenomenological perspective both quantifica- 
tion and monetarization are acts of “objectivica- 
tion” which create possibilities for intervention 
and transformation of social life. But the history 
of statistics provides evidence of quite different 
patterns of institutional intervention from that of 
the history of accounting (Porter, 1986). To take 
another example, Lowood (1990) documents 
the rise of forestry management in which new 
modes of “expert” quantitative description 
become a necessary prerequisite for calculative 
procedures. This emergent discipline needed to 
express the aspirations of a new cameralist 
managerial class and also be readily understand- 
able by the forest manager. As the ideal of the 
“regulated forest” was articulated, then new 
calculative categories, such as the “normal 
tree” (Normalbaum), emerged within forestry 
discourse. Only at a more advanced stage did the 
idea of “keeping the forests’ books” introduce 
monetarization, a process which had implications 
for the respective bodies of expertise: 


The bond between forestry science and cameralism was 
the conversion from an amount of wood to its value. 
From that point, the practitioners could go their 
separate ways, the cameral official to the preparation of 
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the Geld-Etat, or monetary budget, and the forestry 
scientist to the Forst-Etat, the budget that compared the 
yield to what the forest could bear over time (Lowood, 
1990, p. 336). 


In this context the concept of the “sustainable” 
yield was very much the province of the expert 
scientific forester as compared with the shorter 
term bureaucratic cycle of record-keeping. In 
general, the question of an appropriate time 
horizon may be relative to very particular bodies 
of management knowledge, a point directly 
relevant to contemporary debates about 
environmental accounting: 


Planning the growth, cutting and replenishment of a 
forest over the longue durée requires an idea more 
powerful than the balance sheet. Foresters found it in the 
sustained yield (Lowood, 1990, p. 338). 


Thus, in eighteenth-century Germany, we 
find the contours of a debate about “green 
accounting” within what may be called the 
quantifying approach. An important dimension 
of this debate concerns the territorial competi- 
tion between aspiring “professionals”. The 
difference between counting and accounting in 
this context expresses different allegiances 
to bodies of knowledge and different potential 
interventions in which the question of mone- 
tarization is crucial. Not surprisingly there was 
some reaction against the rationalism of forestry 
science. Neo-Romantic ideas of respect for 
diversity, and a new fashion for the forest as a 
“multifaceted biological ecosystem”, provided a 
threat to the quantitative armoury of the 
scientific forester.!4 More generally, it may be 
that we need more counting, ofa particular kind, 
and less accounting, of a particular kind, a view 
which is impossible to articulate within Gorz’s 
terms of reference. 

Simmel’s analysis of money, which, like that of 
Gorz, is premised on a neo-Weberian thesis about 
the “calculating character of modern times” also 
seems to conflate quantification and calculation. 


14 The emergence of organized agriculture in Britain also initiated early concerns about “pollution” (see Thomas, 1983). 
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Modern man’s relationship to his environment uspally 
develops in such a way that he becomes more removed 
from the groups closest to him in order to come closer to 
those remote from him (Simmel, 1978, p. 476). 


Money is significant in this “distancing” process 
because the ‘translation of values into the money 
form” (p. 476) renders spatial distance of 
interests negligible just as it renders that which 
was close remote — a theme which has surfaced 
in the accounting literature via Latour’s (1987) 
motif of “action at a distance” (see Miller & Rose, 
1990; Robson, 1991). Similarly, Porter (1991) 
elaborates the varied processes of calibration 
which enable quantification and which “render 
measurable” events, persons and populations. 
This enabling process is simultaneously linked 
to systems of social control which create 
distinctive tensions between centres of 
quantification and local diversity, of particular 
relevance in the forestry context. 

It is this initial abstraction, via monetarization, 
which renders economic calculation possible 
and which troubles the radical democratic 
instincts of the utopian mind.'> But against an 
automatic identification of monetarization 
and alienation from democratic process, 
Porter (1991) draws attention to profoundly 
democratic traditions within quantitative think- 
ing which Gorz and other critics overlook. Thus, 
the quantification which enables certain calcu- 
lative procedures, is legitimized by an objec- 
tivity which has less to do with the truth or 
realism of any metaphysical variety and more to 
do with an anonymous procedural fairness. In 
other words, the very impersonality of calcula- 
tion, which is bemoaned by romantics as 
dehumanizing, is capable of expressing demo- 
cratic ideals. To put the point more strongly, it is 
this anonymity which enables it to play a 
political role. Similar claims can be retrieved 
from the discourse of financial regulation and 
concerns for a “level playing field”; the real issue 
is not that rules may be arbitrary; everyone 
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knows this. It is that everyone faces the same 
rules.on equal terms. 

Naturally, it does not take much reflection on 
practices of “creative accounting” to argue that 
this supposed neutrality of quantification is a 
myth which conceals a capacity for partisan 
representations. But the question for Gorz and 
his co-travellers is whether this is a necessary 
feature of the “quantifying spirit”, whether the 
democratizing tradition of calculation identified 
by Porter is mere illusion. Porter also identifies a 
self-critical strand of thinking as part of this 
tradition; “shallow quantification” as a form 
of “reflexive counting” is contrasted with 
“conceptual clarification” which supplies com- 
municative possibilities. It does this precisely 
because it can provide a common language for 
diverse groups within a “trading zone”, a 
concept analogous to Latour’s (1987) “obligatory 
passage point”. 

A further variation on the theme of economic 
calculation is provided by preoccupations with 
socialist planning. Bettelheim’s (1976) analysis 
is critical of Engels’ “romantic” idea that the 
organization of economic production could 
be grounded in “everyday experience” com- 
parisons of “useful effects”, a point relevant in 
considering Gorz’s “proposals and orientations”. 
For Bettelheim, calculative procedures must 
somehow be decoupled from a capitalist frame- 
work, and a path must be found between Engels’ 
rejection of economic calculation on the one 
hand and monetary calculations which pre- 
suppose specific commodity relations on the 
other. He argues that monetary costs 


are not, in any way, the result of “measurement” (in the same 
way that one can speak of “measuring” operations in the 
natural sciences). They are simple “magnitudes of account- 
ing”, the dimensions of which are spontaneously given 
through a system of prices (Bettelheim, 1976, pp. 32-33). 


Thus, Bettelheim articulates a distinction 
between “economic calculation” and “monetary 


5 Although this anxiety is not itself without ambiguity; it is only via this process of monetary abstraction that a consciousness 
of a lost immediacy with nature is possible. See Simmel (1978, p. 478). 
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calculation” which is necessary to generate a 
theoretical system of calculation which is 
independent of capitalist markets. Of necessity, 
measurement is a system of abstraction from 
qualitative diversity. But if this process itself is 
inherently coercive then a legitimate basis for 
socialist planning seems impossible. 

Clearly, Bettelheim’s concept of a non- 
monetary, scientifically based economic calcula- 
tion is far from being unproblematic but, in 
contrast to Gorz, it indicates a sensitivity to 
different calculative possibilities. Even within 
manifestly capitalist systems there is also 
considerable diversity. For example, traditions 
of monetarized accounting controls are suf- 
ficiently variable to enable the U.K. to be 
characterized as a “financial accounting” culture 
(see Armstrong, 1987). Different intensities of 
monetarized rationalities also express different 
configurations of professional and bureaucratic 
expertise. Thus, even if monetarization pre- 
supposes quantification in some philosophical 
sense this nevertheless remains an historically 
insufficient characterization of their relationship. 

Do these further elaborations matter to Gorz’s 
overall thesis? Yes, because Critique of 
Economic Reason depends. on a particularly 
crude ontological dualism of “work” and “life”. 
A closer historical reading of institutionally 
grounded forms of calculation and accounting 
reveals a much more complex interpenetration 
of these categories. Quite apart from the 
examples given above, family and political life 
are riddled with “calculations” ofa kind, perhaps 
not economic or instrumental in intent but 
certainly concerned with judging and weighing 
possible outcomes of action. If all of this stands 
on one side of a line as “work” and life stands on 
the other, then it becomes difficult to provide a 
Satisfactory characterization of social and 
organizational life. As the discussion of Meyer 
above reveals, Gorz and others concede too 
much to the category of “rationalization” and 
too readily assume its bleak functionality. 


Life and system 
We saw above that Gorz interprets the 
concept of the “lifeworld”, which includes 
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the natural environment, phenomenologically 
rather than in its Habermassian sense. This has a 
number of important effects. Firstly, the critical 
thrust of his thesis is now dependent on 
characterizing a sphere of authentic human 
activity, “life” which has become colonized by 
economic reason. In other words, Gorz needs a 
theory of “real” as opposed to constructed 
needs. He talks at many junctures of the “natural 
rhythms of life” and “our vital needs” but, apart 
from gestures towards self-forming and co- 
operative activities, his characterization of these 
matters is vague. Like Critical Theorists, 
Gorz either needs a theoretical basis for 
distinguishing real needs from those simply 
created by an economic incentive structure (see 
Geuss, 1981), or he needs to be more explicit 
about the mystical roots of authenticity — itself 
a paradoxical task. His concept of “sufficiency” is 
a promising category on which to develop sucha 
theory but it will not be easy. It is far from clear 
that sufficiency is a non-calculative concept in 
the sense that Gorz requires. Is it a “natural” 
concept? Ifso, how can we know it? Ifnot, who is 
to decide on what is “enough”? Individuals or 
collectivities? 

Gorz’s analysis also neglects to consider the 
interdependency of needs inherent in the idea of 
positional goods (Hirsch, 1976, also discussed 
by Hollis, 1985). This idea creates significant 
problems for the concept of sufficiency which 
emerges as a historically variable concept 
and cannot be anchored phenomenologically. 
Without further elaboration, what is “enough” 
for one person at any one time and place may 
depend upon the consumption patterns of 
others. Similar and instructive difficulties exist 
for the concept of “sustainability” in deciding 
upon the state (“capital stock”) which is to be 
maintained (see Gray, 1992, this volume). 
Bowers (1990) argues that there are demanding 
cognitive preconditions for operationalizing the 
concept of sustainability and the same may be 
said for Gorz’s concept of sufficiency. In this 
sense, Gorz’s appeal to the concepts of “life” 
and “sufficiency” is primarily negative, anti- 
cognitive and romantic; a refusal to calculate. As 
Dobson has put it, 
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The ... impossibility of knowing enough is crucial to the 
Green suggestion that we adopt a hands-off approach to 
the environment (Dobson, 1990, p. 79). 


Secondly, Gorz’s deployment of the category 
of life over-simplifies the counter-categories of 
work and economic reason, especially an 
expressive potential within them. Indeed, he 
effectively abandons the category of “economic 
work” as somehow necessarily alienated and 
irredeemable. But against Gorz, Sayers (1991) 
argues that even in the most alienated work 
contexts, there is evidence that people need an 
involvement with the task that cannot simply be 
abandoned to instrumental rationality. Just as 
Gorz oversimplifies the phenomena of calcula- 
tion and accounting he is, like others including 
Habermas, insufficiently attentive to the 
tensions within economic reason. It is not 
sufficient to juxtapose the idea of a closed, 
functional system and manifest forms of failure 
and crisis.!° It is increasingly recognized that 
the functionality of any particular form of 
calculation and accounting is a more ambiguous 
and organizationally specific matter (Meyer, 
1986). 

One example of Gorz’s oversimplification of 
the rationalizing function is his characterization 
of an “entrepreneurial ideology” and its role as 
an agent of calculative reason. Against this claim 
it can be argued that entrepreneurial and 
accounting cultures often conflict; Kaplan’s 
(1983) recent challenges to managerial 
accounting, by claiming its irrelevance to, and 
possible hindrance of, entrepreneurial strategy, 
suggest a clear example of the dysfunctionality 
of a particular form of economic calculation 
relative to other such forms. The growing 
recognition of this dysfunctionality in different 
spheres has generated a “politics of the product” 
(Miller & O’Leary, forthcoming). 

While Gorz does not appeal to anything like a 
transcendental ego to ground his arguments, 
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his ontological furniture, i.e. the distinction 
between “work” and “life”, is insufficient to 
characterize the economically rationalized 
culture which is the object of his critique. An 
important consequence of the duality of life and 
work is that Gorz locates questions of authentic 
living and, by implication, environmentally 
relevant behaviour, outside the organizational 
sphere of “economic work”. The latter is no 
longer a “public” domain other than in the 
anonymous sense of market exchange. But these 
are precisely the organizational activities which 
bother both ecologists and environmentalists 
most. Between a romantic nostalgia for a lost, 
original lived relationship with nature and an 
extreme economism there is a need to rework 
patterns of accountability and norms of informa- 
tion provision within those organizations which 
are known to have environmental impact. Gorz 
gives us no way to see how carving out a sphere 
of (non-public?) “non-work” is anything more 
than turning a blind eye to these needs. 


The limits of economic rationality 

Gorz’s criteria of work provide one of the 
most stimulating areas for the discussion of the 
book. However, this neo-Kantian attempt to 
delineate a priori the limits of the applicability 
of economic reason is problematic for a number 
of reasons. Indeed, it contains a hint of self- 
contradiction. Earlier in the book, Gorz argues 
for the economically constructed nature of the 
dualism between the public and private domain. 
Thus, the nature ofa “public” realm is itself open 
to negotiation and variability across time. 
However, the category of the “public” is invoked 
a priori in his attempt to delineate economic 
work. There is therefore-a profound tension 
between Gorz’s claim on the one hand that the 
public domain has become “economicized” and, 
on the other, that it is a criterion for the proper 
application of economic reason. Clearly, the 
concept of the “public” will not bear the 


16 Offe (1985) has argued for a “bureaucratic pathology” whereby external functional demands on systems make claims 
which cannot be satisfied by the internal administrative rationality of a particlar organization. Gorz’s analysis is incapable of 


generating such distinctions within instrumental rationality. 
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analytical weight that Gorz wishes to place upon 
it here. He is also romantically selective in his 
view of “private” activities. At times he retains a 
faith that the latter are somehow beyond 
regulation, an authentic sphere of “living”. 
This idea sits uneasily with his post-Fordist 
recognition that private motives can be 
constructed. 

In addition to the above difficulty, Gorz’s 
illustrations are by no means unambiguous. 
Rather than demonstrating the “limits of 
economic reason”, they show the essential 
contestability of “hard cases”. Hence his 
four criteria which are intended, like some 
conceptual framework, to end debate, serve 
only to shift the terms of dispute. The point 
about the limit of economic reason is that, for 
“hard cases” at the margin, it is a matter of deep 
but not immutable social values. For example, 
Gorz argues that prostitution, the rationalization 
of sex, renders public an essentially private 
“transaction”. Hence, economic rationality 
reaches its limit at the level of “sexual services”. 
However, it is far from clear that economic 
reason is the important force here. Prostitution 
exists in profoundly “uneconomized” social 
contexts and, if anything, the role of economic 
rationalization takes second place to dominant 
conceptions of women, families and sexual 
behaviour. At least, prostitution is not a simple 
function of economic rationality or capitalism. 
Anderson’s (1990) arguments about prostitu- 
tion are similar to those of Gorz, and she appeals 
to the idea of “debasement via commodification” 
of relations which are properly reciprocal. But 
while there might be considerable consensus 
(for in the absence of transcendentally based 
justification or dogmatism, this is all that 
determines the assent to such claims) in the case 
of prostitution, this may not always be so. At 
these margins we do not appeal to the limits of 
economic reason to justify our values but we 
determine these limits on the basis of values. 

A further example of the problem is provided 
by Gorz’s discussion of surrogate motherhood. 
Simply, to regard this as a commodification of 
the maternal function ignores the profoundly 
difficult ethical issues raised by the technical 
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feasibility of surrogacy. To circumscribe the 
issue as one of the “limits of economic 
rationality” ignores the complexity of interests 
and sensitivities at stake. Put simply, even if 
economic rationality is confined to its “proper” 
domain as Gorz recommends, ethical questions 
of surrogacy would persist. We cannot be 
ethically sure of those grey areas between public 
and private life; Sayers (1991, p. 18) has argued 
that “it is simply not possible to draw a sharp line 
between activities which can and cannot be 
economically rationalized”. Hence, the position 
of housework is much more ambivalent than 
Gorz recognizes; his is a “rosy view of domestic 
labour” which is unlikely to be shared by 
women. Similarly, his view of the caring 
professions as founded primarily on personal 
relations is a “gross romanticization” (Sayers, 
1991, p. 18) and ignores the importance of the 
universal provision of care which is not personal, 
selective or idiosyncratic. To put the point more 
generally, the project of Critique of Economic 
Reason is suspect in attempting to translate 
contestable and culturally specific issues into 
those of a priori limits of economic reason. 

For some years now there has been a growing 
debate about the limits of the market in relation 
to “fundamental” values and, in particular, 
concerns about whether environmental values 
can be properly assimilated by the concept of 
an “externality”. One critic has argued that 
economists have 


associated externalities with the failure of markets 
correctly to price commodities of the sort for which 
markets are appropriate and which they usually do price. 
These analysts did not speculate about our failure to have 
markets to cover the goals, values and concerns that are 
and ought to be identified and resolved through the 
political process (Sagoff, 1988, p. 34). 


In other words, the difference between calculat- 
ing “wrong” and not calculating “at all” 
(Wittgenstein, 1978, p. 236), i.e. delimiting a 
domain of issues where calculation is inappro- 
priate, is crucial. Like Gorz, Sagoff argues 
(asserts?) that the “worth of things we love is 
better measured by our unwillingness to pay for 
them” (p. 68). Similarly, 
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Disagreements over degrees of environmental pro- 
tection are not about relative costs and benefits but about 
the validity of economics itself as a form of interaction — 
its basis in exchange, costs, and cash — as a measure of 
the way we ought to relate to one another (Wildavsky, 
1980, p. 202). 


These normative aspirations for a “limiting” of 
the market and, by implication, of economic 
calculation are supported by critiques of the 
central struts of economic rationalism. Shackle 
(1972)!7 and Etzioni (1988)!® advance, in 
different ways, epistemological arguments 
concerning the reductive character of economic 
reason. By implication it is regarded as being 
inappropriate to certain types of “object”. 
Others, such as Hargreaves-Heap (1989), Hollis 
(1987),?° Tisdell (1975) and Rosenberg (1979) 
focus in different ways on the concept of 
economic rationality itself and argue that this 
“ideal type” of pure procedure cannot be 
sustained. 

These philosophical reflections are paralleled 
by more direct criticisms of an “entrepreneurial 
ideology” which increasingly subsumes society 
and nature into the economy. Welfare-based 
correctives do not so much limit economic 
rationality as create enclaves within it. 
According to some critics, the State is the mere 
aggregate of these correctives which do not rise 
to a “subordination of economic rationality to 
societal ends”. This has been described as the 
“crisis of crisis management” — a motif which is 
relevant in relation to the management of 
responses to environmental crisis. From this 
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point of view, innovative forms of calculation 
and “new accountings” which aspire to regulate 
and limit an unbridled “marketization” of social 
life are themselves serving to continue it, both 
for epistemological and bureaucratic reasons. 
Although Gorz himself does not make the point, 
this problem echoes that of juridification as 
discussed by Habermas (1981), Teubner (1987) 
and others. The implication is that economic 
calculation is an increasingly self-referential 
(autopoetic) system which, from Habermas’s 
point of view, if not Luhmann’s (1989), no 
longer has the normative resources to provide 
it with any overall coherence. In effect, juridifi- 
cation implies in this context that more calcula- 
tion is required to limit the effects of calculation 
and so on. Rotman (1987) provides an intriguing 
semiotic analysis of what he calls “xenomoney” 
which illustrates precisely this point. As 
monetary systems become increasingly self- 
referential, epitomized by financial futures 
markets where money can refer only to different 
temporal states of itself, then finance can no 
longer relate to, “resonate” in Luhmann’s terms, 
real trade. There is no way out of an “iron 
cage” of economic reason which performs 
calculations on the results of other calculations 
and the original moment of monetarization is 
lost from view. 

For theorists such as Luhmann this process is 
an inevitable feature of systems differentiation. 
But it is the intensification of the very pheno- 
menon which is the object of concern and which 
worries radical ecologists. Underlying these 


17 «Value is an auxiliary or instrumental notion, a shadow cast by men’s actions and employed to interpret them. Like a 
shadow, it abstracts from the reality the mere outline of a complex and involved structure, a structure, in this case, of 
thoughts, knowledge, tastes and feelings” (Shackle, 1972, pp. 108—109). Neuman’s (1974) review of Shackle criticizes his 
juxtaposition of this romanticism and a “straw man” model of economic rationality, a criticism which could equally be 
levelled at Gorz. 


18 “The sense that such calculations are alien to the phenomena they attempt to model is reinforced by the finding that the 
same items, precisely because they are in non-market realm, have highly divergent imputed ‘prices’” (Etzioni, 1988, p. 79). 


1? Both Hargreaves-Heap and Hollis argue for a blurring of the distinction between “instrumental” and “expressive” forms of 
rationality on the basis that bomo economicus is lodged within bomo sociologicus. Means-end rationality obscures both the 
role-embedded and open-ended character of action. Indeed, it is argued that certain societally shared “procedures” (and here 
one could include accounting) play an important “expressive” role notwithstanding that they may be arbitrary. “It is not just 
that they are a crucial resource in responding to the uncertainty of how to chose, they also help to establish that there is a 
domain of choice” (Hargreaves-Heap, 1989, p. 175). 
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concerns are genuine difficulties about the form 
that environmental regulation might take. If it is 
accepted that “effective” regulation must adopt 
the vocabulary appropriate to the domain to be 
regulated then one can, ironically, only regulate 
regimes of calculation with more of the same. 
Either one adopts variants of an anti-calculative 
Strategy, like Gorz and the post industrial 
utopians, or one works with existing regimes 
of calculation and accounting. An important 
related issue here is the role of calculation in and 
for the public domain. Is the latter to be the site 
of a revitalized democratic arena in which 
participation by discourse rather than abstract 
bureaucratic calculation is the constitutive 
force? Gorz is equivocal on this point despite his 
rhetoric of the “struggle for new public spaces”. 

As we saw above Gorz’s private sphere is to be 
the new site of autonomous (non-calculative?) 
work and the basis for co-operation and 
sufficiency rather than commodity exchange. 
But not only is the distinction between the 
public and private far from being given, the 
private sphere is also far from being unregulated. 
This raises more general issues about utopian 
conceptions of the public domain and inter- 
personal communication. The point can be 
made by contrasting Gorz’s position with that of 


Sennett (1986), who describes as a “tyranny of ,. 


intimacy” the attempt to model the public 
domain as an extension of the personal. For 
Sennett, the “fall of public man” is as much a 
function of romantic fears of impersonality as it 
is about the colonization of the public domain by 
an anonymous calculus. Utopianism is therefore 
essentially reductive in (and can be defined by) 
its attempts to model the public on the private, 
thereby eroding “a balance between an 
impersonal realm in which men could invest one 
kind of passion and a personal realm in which 
they could invest another” (p. 338). 

Sennett’s thesis is as much a challenge to 
theorists such as Habermas as it is to Gorz. The 
fundamental idea is that anonymity is an 
essential feature of public participation. The 
terms under which public policy can be 
collectively addressed can no longer be restored 
to an ideal of “face to face” dialogue. In turn the 
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apparatus through which policy can be enacted 
can no longer be constituted by simple appeals 
to “communication”. Clearly, this is not a 
blanket endorsement of accounting in any 
particular form but it suggests a rationale for 
reworking the relationship between forms of 
calculation and democracy (as suggested by 
Porter). This will not be easy but, against Gorz, 
they cannot be regarded as automatically 
antipathetic and this is important in relation to 
the question of “green accounting”. 


Proposals and orientations 

Sympathetic critics have found Gorz’s strategic 
proposals seriously deficient. Frankel (1987) 
states that Gorz fails to establish the political and 
economic framework for his utopia. Because of 
this 


it is difficult to accept that Gorz’s concern with 
ecological goals ... goes any deeper than a generalized 
moral critique of Western affluence and wasteful 
consumption (Frankel, 1987, p. 138). 


In addition, Frankel argues that there is a 
deep tension in Gorz’s: thinking as a whole 
between decentralist, anti-market themes and 
his endorsement of the need for new state 
institutions to manage the staged reduction of 
working time. Indeed, Gorz’s attacks on environ- 
mental abuse sit uneasily with his earlier silences 
about the “military—industrial complex”. 
Bookchin (1980—81 ) is more scathing still in his 
review of Ecology as Politics. It is “bad ecology 
as well as bad politics” (p. 178). In this earlier 
work Gorz is accused of being unaware of the 
differences between a radical ecology and, in 
Bookchin’s view, an environmentalism which 
is simply one more instrumental body of 
knowledge; an ignorance which results in a 
“naive form of Marxist socialism” and an 
effective “economization of ecology”. Without 
reflecting upon the profound instrumentalism in 
Marx’s work, he “tells us virtually nothing about 
the administrative structures around which 
his utopia will be organized” (p. 182). 
Bookchin concludes by contrasting Marx’s 
“wilful demand for consistency, and his 
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meticulous demand for coherence” with Gorz’s 
role as an “ideological cartoonist”. 

It is important to recognize that the 
most strident criticisms of Gorz’s sweeping 
arguments come from within socialist thinking 
itself. Certainly, in Critique ofEconomic Reason 
he is more aware of the need to specify more 
concrete proposals. In addition, and in contrast 
to earlier work, he has a new recognition of the 
legitimate role of economic work and a greater 
sensitivity to the tensions within Marxism itself 
regarding the role of instrumental thinking, of 
particular relevance in the context of ecology 
(Grundmann, 1991). But there still remains an 
underdeveloped sense of political strategy: 


It is one thing to reject technical rationality ... it is quite 
another thing to believe that once women, gays 
and environmentalists have defined their values and 
priorities, all questions of rationality, equality, demo- 
cracy in the public, as well as interpersonal private 
spheres, disappear (Frankel, 1987, p. 184). 


Although Gorz says much that is suggestive of an 
understanding of the concept of juridification, 
the implications of this idea for his proposals 
seem not to have been fully considered. Thus, 
in order to-control or regulate the boundary 
between the economic and the non-economic 
we must ask what forms of regulation are 
necessary and upon which bodies of knowledge 
will they depend? The point about the concept 
of juridification, its implicit irony as suggested 
above, is that regulative initiatives to curb 
or control one activity intensify the regula- 
tory process in ever-expanding networks of 
specialization. 

Gorz’s proposals as they stand may have the 
unintended effect of intensifying regimes of 
calculation and accounting. This is especially the 
case if we think of the control systems necessary 
to manage fully desynchronized working 
schedules, the additional information needs of 
management and the new bodies of legislation 
necessary to control working habits. Far from 
rolling back the mechanics of economic calcula- 
tion, Gorz’s proposals may shift it into new 
sectors, reinforce it and intensify social depen- 
dence on a new bureaucratic order of Weberian 


493 


“specialists without vision”. This haunting 
possibility suggests that it is not so much 
calculation and accounting in particular, as 
bodies of rules and regulations, which have 
colonized social life but the experts who appeal 
to these bodies of knowledge. 

The problem for Gorz is to ensure that his 
proposals are not instantly self-defeating. Visions 
of the process of change are as crucial as the end 
state and his arguments remain undeveloped in 
this sense. Sagoff (1988) regards the bifurcation 
between economic concerns with “cost” and 
moral goals as potentially disastrous in terms of 
evolving policy. Where ends are determined 
separately from the possible means involved 
they “recede from attention” relative to 
procedure. Equally, progress may be defeated by 
insisting upon perfection. Utopianism may 
promote and maintain the possibility of change 
yet it may also negate itself. Hence, the realm 
of what is possible must be bounded by 
technocratic concerns with feasibility as well as 
by moral aspirations; if we abandon the former, 
and the very possibility of enforcement, then the 
latter will also fail. 


ACCOUNTING HORIZONS 


If the Critique of Economic Reason suffers 
from a number of difficulties it is nevertheless an 
important stimulus for accounting theorists. 
Indeed, if one follows the general normative 
tenor of Gorz’s proposals a number of questions 
arise: do we need new accounting or less of it? 
What would such a reconstituted accounting 
look like? How would other dimensions of 
corporate activity need to change to facilitate 
accounting innovation? Above all, how would 
accounting need to change within Gorz’s vision 
of a circumscribed economic domain with lines 
of accountability to newly free domains of non- 
work activity? 

These are important and difficult questions. 
To a great extent they have been on the agenda 
of social accounting considerations (see Gray et 
al., 1987) for a number of years. Here a crucial 
issue seems to be whether the social dimension 
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can be adequately conceived within existing 
bodies of accounting knowledge and practice 
(Hopwood, 1978). It is an issue which is deeply 
normative and connects with a number of more 
general concerns about the nature of corporate 
governance and accountability. Deetz (1992) 
links the question of environmental costs 
directly to a new form of corporate democracy. 
Such costs 


should be recorded at the site where they were produced 
... With such calcuations, wider interest representation 
would already be present in economic decisions (Deetz, 
1992, p. 349). 


According to Deetz, corporations are the 
new “public sphere” and hence environmental 
accounting cannot be proposed in isolation from 
deeper transformations of that sphere. As Stokes 
(1986) has argued, transformations would also 
be necessary for a body of company law which 
has been premised upon outmoded models of 
the company and its primary stakeholders. 
Hence, it is important not to consider the 
question of environmental accounting in 
isolation from these broader conceptions 
of changes in the structure of corporate 
governance. This is to say that a green account- 
ing could only be operative on the basis of 
new structures of corporate accountability in 
addition to broader conceptions of the earth as a 
closed system (Boulding, 1966, 1982). 

With the recent publication of the “Pearce 
Report” (Pearce et al., 1989; see also Gray, 1990) 
the question of “environmental” or “green” 
accounting has acquired a new visibility on the 
professional and political agenda. Nevertheless, 
green accounting represents not so much an 
agreed technology as a vacant space of pos- 
sibility, an agenda at best in which the problem 
of “valuing” the environment remains contro- 
versial. Pearce et al. (1989) regard money as a 
“convenient measuring rod” in which the issue 
is not so much accuracy but a need to emphasize 
that the environment is not “free”, and to force 
us to think in terms of gains and losses. Hence, 
non-monetarized accountings suffer from the 
difficulty of having no common reductive unit. 
These proposals have been criticized, perhaps 
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most notably by Bowers (1990) who, like Sagoff, 
argues that environmental problems are not 
properly seen as “market failures” but as a lack of 
“scientific understanding of the consequences of 
economic decisions”, a point which emphasizes 
the potential competition between different 
bodies of knowledge on these matters. Bowers 
seems to be arguing that there are important 
cognitive preconditions for an accounting 
framework based on the idea of renewable 
resources; we do not know relevant populations 
with sufficient precision to enable the calcu- 
lation. Worse still, monetary valuation tech- 
niques may “deflect attention from the 
fundamental issues”. Thus, problems with 
practices such as cost benefit analysis arise not 
so much from a failure to value environmental 
factors properly but “from institutional defects 
in the decision-making framework”. Given the 
highly disputable monetarization of environ- 
mental effects, it is a question of the monopoly 
of interpretations by expert agencies which 
is significant. Underlying these institutional 
concerns are more general worries about the 
role of a price mechanism which would result in 
companies adjusting improvements in pollution 
technology to increased output rather than to 
reduced pollution: 


Any technical progress in non-polluting production 
technology would appear as increases in industrial 
output for the same level of pollution, not as reductions 
in the pollution level (Bowers, 1990, p. 22). 


Thus, the question of whether monetarization is 
appropriate for a green accounting is central. 
Between an extreme “economism”, possibily 
represented by Becker (1976), and a utopian 
rejection lies the question with which Gorz has 
been concerned, the proper limits of economic 
reason and, by implication, of monetarization. 
Deetz (1992, p. 277) argues that money is the 
“primary code of managerialism” and that 
accounting is the “primary guardian of that 
code”. Luhmann (1989) argues that the 
economic system is one among several but one 
which necessarily transforms problems into 
costs. If ecological danger is to be addressed at 
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the level of economic reason then the language 
of prices is inevitable: 


For the economy, the question will always be with which 
prices will the capacity to make further payments be 
passed on and how can the incapacity to make further 
payments be transferred. This is the only mechanism 
which combines autopoesis, resonance to the environ- 
ment, continuation of production and the inclusion of 
an unintelligible noisy environment in this process 
(Luhmann, 1989, p. 62). 


One commentator on Luhmann (1989) has 
stated that, despite appearances, this is not a 
book for ecologists. Luhmann’s emphasis reflects 
his concern with social rather than natural 
systems and with the reception of environ- 
mental disturbances within social systems. But 
his work provides a reminder that “non- 
intervention” in nature requires considerable 
intervention in society, a fact which the utopian 
“rhetoric” of ecological “anxiety” does not fully 
confront. 

That there may be different patterns of social 
intervention on behalf of nature is clear from 
Bowers’ critique of Pearce and the question of 
the “institutional defects” of environmental 
decision-making processess (Luhmann’s approach 
provides scant analytical space for this inter- 
systemic conflict). On this point Bowers is less 
concerned with the role of economics per se as 
with economists and the prospect for policy 
questions failing into the hands of the “wrong” 
experts. Hence, the limits of economic reason 
have much to do with the institutional limits to 
the use of economists in the primary selectivity 
of environmental risks themselves as well as in 
explicit decision making.?° However, this is not 
to imply that other experts such as scientists 
ate more appropriate arbiters (Douglas & 
Wildavsky, 1982). 

In the U.K. many accounting firms are 
adopting the banner of environmental audit. But 
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as agents of compliance, ie. ensuring that 
clients operate within the bounds of relevant 
legislation, accountants may abdicate respon- 
sibility for fundamental values in Gorz’s sense. 
Moreover, in this very process of abdication, 
environmental issues are captured, profes- 
sionalized and proceduralized by the accounting 
perspective (Power, 1991). It may therefore be 
that a “new” accounting must take place in new 
sites and on the basis of a new public sphere. 
Gorz often argues, like Habermas, that economic 
reason functions not in an abstract and 
disembodied sense (for these are the very 
theoretical abstractions with which economic 
reason promotes itself) but via the agency of 
expert cultures. But Gorz does not fully 
comprehend that it is these occupational 
structures, rather than calculation in some 
phenomenological sense, which represent the 
greater obstacle to his proposals. The risk of 
institutional capture of “green” accounting or, 
to follow one of Gorz’s conceptions, accounting 
for “enough” (sufficiency) is great given that, 


Institutions systematically direct individual memory and 
channel our perceptions into forms compatible with the 
relations they authorize (Douglas, 1987, p. 92). 


This raises the question of the appropriate 
level at which a critique of accounting is to be 
proferred; epistemology or organization and 
administrative theory. For Gorz (and Habermas) 
there is a tension between an allegiance to the 
neo-Kantian project of critique, in which 
the epistemological credentials of calculative 
reason are at stake, and a more sociological and 
context-bound analysis of embodied knowledge 
practices at the level of expert culture. 
Moreover, the former may inhibit the latter in so 
far as, for both Gorz and Habermas, the domain 
of expertise is too readily conceded to the 
unambiguous service of system functionality. 


20 The selectivity of “mathematized” economics is a source of concern to economists themselves; at once mathematics is 
both a source of professional legitimacy yet, as method, risks eclipsing economic thinking itself, “The very choice of questions 
to which [the economist] tries to find answers is influenced by his mathematical background. Thus, the danger is ever present 
that the part of economics will become secondary, if not marginal, in that judgement” (Debreu, 1991, p. 11). More generally, 
the quantitative “rhetoric” of economics has been a focus of growing criticism and commentary (e.g. Mirowski, 1990). 
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In contrast, the strength of some existing 
accounting literature lies in a “bottom up” 
approach — a contextualized analysis of 
accounting in action. The possible weakness of 
these approaches, an underdeveloped sense of 
critique, is offset by the strengths of Gorz and 
Habermas. So clearly there needs to be some 
form of theoretical exchange between these two 
levels. 

The most promising concept around which to 
organize such an exchange is the concept of 
expertise — a concept constituted by an 
epistemic dimension and social sanctioned 
credibility. Pure reason — economic or other- 
wise — is never a sufficient condition for its own 
practical mobilization, hence the need for 
embodiment in socially sanctioned practices. 
It is within these occupational settings that 
economic reason moves. Technical proposals 
for green accounting which ignore the institu- 
tional conditions under which it might be 
mobilzed are one-sided. Thus a “technocentric” 
reworking of ‘existing accounting frameworks 
runs the risk of simply reproducing the errors of 
utopianism; neither “strategy” attends to the 
organizational transformations necessary for its 
respective programme for change. 

In the final analysis Gorz lacks a robust 
distinction between a regulative and constitu- 
tive role for economic reason — a distinction 
that Habermas (1981) and Hollis (1987) have 
both attempted. The regulation of a pre-given 
domain of activity is to be distinguished from a 
role for calculation or accounting which comes 
to constitute that activity at the level of 
its deepest categories and structures. This 
constitutive role corresponds to what Gorz 
describes as “economicization” — the coloniz- 
ing power of economic reason. He is much more 
vague — apart from his four “work” criteria 
— about what an appropriately constrained 
regulative role for accounting might be. The 
language of such “facilitative” accounting is 
largely absent from his deliberations. Indeed, 
as we have seen above, the notion of “economic- 
ization” is too broad given that a marketing 
culture (which promotes the creation and 
exploitation of “gaps” in markets, “niche” 
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markets, etc.) has developed largely indepen- 
dently from accounting. Certainly, economic 
reasoning of a kind is involved in marketing 
strategies to constitute and create markets, but it 
is not clear what this has to do with accounting. 


CONCLUSION 


Despite difficulties with his position, Gorz 
stimulates a number of lines of enquiry. Firstly, 
there is a need to explore tensions within 
economic reason involving conceptions of time. 
There is a well-known, if crude, basis for 
distinguishing between accounting as backward 
looking and economics as forward looking. More 
generally we can say that they express different 
calculative allegiances to the past and the 
future, although the introduction of discounting 
techniques into financial reporting may blur this 
basis for distinguishing them. However, these 
broad tensions within calculative reason can be 
followed into contexts of strategic accounting, 
cash flow reporting, profit forecasting and asset 
valuation. After all, there are likely to be 
structural similarities between attempts to make 
accounting systems “strategic” and attempts to 
make them green; in both cases new internal 
visibilities and new spatial and temporal 
horizons are of crucial importance. 

Secondly, this theoretical project needs to be 
supplemented by empirical work on the new 
organizational “spaces” necessary for environ- 
mental accounting. Choudhury’s (1988) sug- 
gestive study promotes the need to investigate 
the practices which operate “beyond” or in the 
“interstices” of accounting. Such an examination 
of accounting where “it is not” is premised on 
the belief that important but formally invisible 
processes sustain accounting systems; expecta- 
tional structures of trust are an obvious example. 
Unlike Gorz’s conception of “non-work” as a 
negation of organization, system, calculation and 
accounting, such a programme would focus on 
the organizational dependencies, the moral 
environment, which does or may enable forms 
of environmental reporting to function. On this 
view new formal accounting systems would be 
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one, albeit more visible, part of the transforma- 
tion and greening of corporate accountability 
structures. A sustained empirical understanding 
of the non-calculative practices within which 
particular regimes of accounting might function 
represents a rejection of a prioristic bases for 
turning away from economic calculation. 
Thus, Gorz’s monolithic conception of 
economic reason and economic calculation 
demonstrates sufficient ignorance about the 
operational possibilities for calculation and 
accounting that it would be foolish and un- 
founded to attempt to limit them in favour of 
vague ideals of authentic living. If the Critique of 
Economic Reason provides a broad, even grand, 
theory upon which to hang a number of 
accounting based concerns, accounting theorists 
should also be cautious about this incursion into 
their intellectual territory. As Arrington & Puxty 
(1991) and Miller & O'Leary (1987) argue, 
accounting is an efficient social technology in 
terms of its sheer geographical reach, and a 
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critical theory of accounting need not jettison 
this potential even ifit might wish to limit it. The 
impersonality of accounting, and its related 
ability to act “at a distance”, is its great strength. 
In this sense, accounting may be one of the 
few bureaucratic technologies appropriate to 
environmental issues which increasingly assume 
national and international proportions. If we 
need administrative solutions to match the scale 
of the problems we now face, then accounting 
may be our best hope in a world where the. 
common “needs of strangers” are now defined in 
terms of shared crisis. As one modern poet has 
put it: 


Now we are all neighbourly, each little town 
in Europe twinned to Chernobyl, each heart 
with the burnt fireman, the child on the Moscow train. 


In the democracy of the virus and the toxin 
we wait. We watch for bird migrations, 

one bird returning with green in its voice 
(Clarke, 1989). 
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Abstract 


The essence of green accounting is accounting for the air we breathe, the water we drink. One way to do this 
is to create a natural asset account for essential natural resources — such as fertile land — on which an 


enterprise is economically dependent. As these assets are degraded, a natural resource expense would be 


recorded in an enterprise’s financial statements. This would disclose pollution levels in excess of levels 
sustainable by an ecosystem. This accounting would reflect a new social contract between business and the 
stakeholders to whom they are accountable. It would also reflect a business mission that recognizes that some 


things are beyond accounting. 


As the iron curtain rusts, the West is exposed to 
pictures of areas in Eastern Europe so blighted 
by chemical wastes and deformed trees that 
whole regions resemble one vast toxic waste 
site. Environmental protection laws appear to 
have been non-existent, in sharp contrast to the 
North American business culture, with its 
increasingly tight web of environmental legisla- 
tion affecting almost every major business 
decision. Today, hazardous waste is the most 
expensive chemical in North America. How this 
came about, in less than two decades, is an 
interesting story that may provide a preview of 
coming developments for European business. 
In 1978, when toxic gases began bubbling up 
through the earth in a housing project, a long 
nightmare of litigation began that would set 
important legal and accounting precedents in 
North America. The housing project at Love 
Canal in upper New York state had been built 
on a landfill site, used by Hooker Chemicals 
Corporation during the war years and into the 
1950s to dump thousands of drums of chemical 
waste. And 25 years later, as the drums 
corroded, the waste, mainly dioxins, was rising 
to the surface (Rice, 1990). It was a nightmare, 
not just for the residents of Love Canal but for 
Occidental Chemical (a subsidiary of Occidental 
Petroleum), which had taken over Hooker 


Chemicals in the late 1960s. In 1988 the U.S. 
courts ruled that Occidental had to meet the 
costs of clean-up, so far estimated at $260 
million. The Love Canal episode and the 
countless legal suits that followed have defined 
a new social contract between North American 
business and society: a new corporate account- 
ability for toxic waste sites. 

In the aftermath of Love Canal, the Environ- 
mental Protection Agency (EPA) has identified 
some 27,000 hazardous waste sites with an 
estimated clean-up cost of $25 million per site. 
Judging from past activities and production, this 
figure projects to a potential cost of %675 
billion (Newell, 1990). Among the hundreds of 
U.S. firms responsible for cleaning up hazardous 
sites are Shell Oil Company and United Tech- 
nology Corporation, along with many others; 
some are cleaning up waste sites voluntarily. 
Disclosure problems arise because often it takes 
years to determine what chemicals are present, 
who put them there, and what technology will 
be used to clean them up. There are frequent 
lawsuits over what insurance will cover. The 
rules of the Security and Exchange Commission, 
governing when and how to report these 
liabilities, are vague on how thoroughly ex- 
posure must be estimated and disclosed in 
fillings (Ceder, 1990). 
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The Financial Times of London recently 
reported that the clean-up problem is smaller in 
Western Europe, but even so is expected to 
cost at least £30 billion over the next 20 years. 
This is deemed a signal of how environmental 
laws to control pollution will dominate the 
industrial scene in Europe over the coming 
decade. The article reports that, in the U.K, 
laws to control pollution have been around for 
centuries. As early as 1273 these were controls 
on the import of coal into London. Shakespeare’s 
father was prosecuted for keeping a dung heap 
outside his house. However, until about 15 
years ago statutory regulation of the environ- 
ment tended to be piecemeal and haphazard. 
When the Control of Pollution Act came into 
force, a more uniform approach began (Rice, 
1990). 

The moving of environmental issues from the 
bottom to the top of the political agenda has 
resulted in a massive increase in regulation by 
individual European countries. At the wider 
European level, passage of the Single European 
Act in 1986 has given the European Community 
(EC) express power to legislate in the environ- 
mental field. For the longer-term future, many 
environmental lawyers believe that the draft EC 
waste directive, which will impose strict civil 
liability on producers of damage-causing waste 
(without the need to prove fault or negli- 
gence), will have a far-reaching impact on 
industry. And research suggests that the obliga- 
tions associated with future clean-up costs 
are growing —— even in countries where 
expenditures for environmental protection are 
on the rise (Rice, 1990). 

Recent German research (Leipert, 1990) 
reveals some interesting trends for the 12-year 
period between 1975 and 1987. Total environ- 
mental investments nearly doubled, in current 
prices. During that period this amounted to 
about 4% of industry’s total investments and 
15% of government’s investments. Investments 
in air pollution control are by far the largest 
share of all environmental protection invest- 
ments by the manufacturing sector of German 
industry. Water pollution control is the major 
area of government investment in environ- 
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mental protection. The study noted that the 
share of the capital stock of industry for 
environmental protection was about 2.4% in 
1975 and 3% in 1985. In the government’s case 
the share was in the range of 10% of capital 
stock. The study also estimated that the operat- 
ing costs of environmental protection had risen 
from DM 9.6 billion (1975) to DM 25.2 billion 
(1987). 

The study compared actual expenditures 
on environmental protecton with estimated 
environmental damage. Expenditures are much 
below the estimated level of annual current 
damage to the environment which, because of 
methodology problems, can be only roughly 
estimated. The actual environmental protection 
expenditures of about DM 34.2 billion in 1987 
pale in comparison to the estimated magnitude 
of the annual damage to the environment: DM 
103.5 billion (6% of the country’s annual GNP). 
This could get much worse in a united 
Germany. In other words, the damage to the 
environment is still immense, despite the large 
annual sums of protection expenditures on 
waste disposal, water and air pollution control 
and noise abatement. This suggests the need 
to look company by company at the environ- 
mental impact. 

The end result is that worldwide there is 
maybe up to a trillion dollar environmental 
obligation for which society is trying to sort out 
responsibility, trying to determine who is going 
to pay for what, and when — an obligation that 
German research suggests is growing despite 
rising expenditures on environmental protec- 
tion. The problem is that accountants do not 
really know how to account for these clean-up 
costs and the related liabilities. Investors thus 
may be surprised to see their dividends shrink, 
as undisclosed clean-up costs draw on cor- 
porate resources. Environmentalists are not 
given a clear picture of how corporations 
are discharging their newly defined corporate 
accountability for stewardship over natural 
resources. And voters do not have a clear view 
of whether their elected representatives are 
levying usage fees for extraction of natural 
resources that take into account the com- 
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prehensive social costs of land reclamation, 
water treatment, etc. 


WHY TRADITIONAL ACCOUNTING FAILS TO 
ACCOUNT FOR GROWING ENVIRONMENTAL 
OBLIGATIONS 


The current financial accounting practices in 
the U.S. are based on FASB 5-Accounting for 
Contingencies. The key criteria used in account- 
ing are the probability that a liability will occur 
and the possibility of estimating the liability. 
This will determine whether a charge is booked 
to current earnings and a liability recorded on 
the balance sheet, or whether disclosure is 
required in a note. 

International Accounting Standard 10 — 
Contingencies and Events Occurring After the 
Balance Sheet Date — follows the basic con- 
cepts of FASB 5. It requires that a contingent 
loss be accrued if the loss is probable and can 
be reasonably estimated. Disclosure should be 
made if either of these conditions is not met, 
unless the probability is remote. The disclosure 
required is similar to the North American 
standard. 

In the US., public companies must provide 
additional narrative disclosure in filings with 
the Securities and Exchange Commission (SEC). 
Under item 101, in describing its business a 
corporation should disclose the material effect 
that compliance with federal, state and local 
environmental laws may have on its capital 
expenditures, earnings and competitive posi- 
tions and those of its subsidiaries. Item 101 
requires disclosure of existing estimates of 
current and future environmental expendi- 
tures. Under item 103, a corporation must 
disclose significant environmental, administra- 
tive or judicial proceedings (whether contem- 
plated by the government or pending) that 
impact on it or its subsidiaries. 

What is particularly intriguing is that in a May 
1989 Release, the SEC focused on how corpora- 
tions should address liabilities in the required 
Management Discussion and Analysis of Financial 
Condition and Results of Operations. A startling 
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concept in the May 1989 Release is the onus on 
the reporting entity to prove that there are no 
significant environmental liabilities. According 
to the Release, management must disclose any 
environmental problem known to have poten- 
tial significance, unless it can objectively con- 
clude that the problem is not reasonably likely 
to occur or, if it should, that the effect is 
not reasonably likely to be material (Arthur 
Anderson, 1990). 

In practice this introduces a whole new con- 
cept to accounting for environmental obliga- 
tions — one that appears consistent with the 
growing reality that, along with intended effects, 
every economic event has effects that are 
unintended. Given current technology and 
large-scale production activities, this appears to 
be an inevitable condition of industrial society. 

Current accounting practices fail to pass the 
tests of conservatism, matching and “going 
concern” principles. In the narrative to FASB 5, 
conservatism is described as “a general ten- 
dency toward early recognition of unfavourable 
events and minimization of the amount net 
assets and net income”. The narrative goes on 
to quote from other U.S. statements, which 
refer to the fact that frequently assets and 
liabilities are measured in a context of signifi- 
cant uncertainties. It notes that historically 
managers, investors and accountants have gen- 
erally preferred that possible errors in measure- 
ment be toward understatement rather than 
overstatement of net income and net assets. 
This has led to the convention of conservatism. 

One of the most famous environmental 
obligation cases, that of the Love Canal, illus- 
trates how the basic concept of conservatism is 
not being met. Occidental has assumed the 
liabilities of its predecessor company, Hooker. 
Hooker dumped the chemicals that may now 
cost upward of a quarter-billion dollars to clean 
up. Today, Occidental is in court arguing how 
much they will have to pay. The notes to the 
corporation’s consolidated financial statements 
for 1989 provide very little information on the 
potential liabilities assumed by Occidental. 
There is no real disclosure of an estimated 
range of losses or potential clean-up costs. 
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Clearly, this note fails the test on conservatism 
in not anticipating the worst, for there is no 
mention of a potential quarter-billion dollar 
liability. 

Matching is a key concept based on associat- 
ing cause and effect, in that some costs are 
recognized as expenses on the basis of a pre- 
sumed direct association with specific revenue. 
Clearly, this did not happen in the case of the 
Love Canal — recognition of the clean-up cost 
has taken over 25 years. This is poor matching, 
by anybody’s standard. 

A third key concept is the going concern con- 
cept, which suggests that unless there is evi- 
dence to the contrary, an enterprise’s financial 
results should be reported as a going concern, 
rather than on a liquidation basis (Skinner, 
1989). Implicit in the going concern concept 
should be a longer-term view of asset steward- 
ship, as well as a recognition of the natural 
assets on which a company depends for its 
economic survival. For example, a logging 
company is economically dependent on its 
forest reserves; an oil company is economically 
dependent on its known and estimated oil 
reserves. There is an implicit obligation to 
report on the status of these reserves. However, 
the shareholder’s annual report never reports in 
tangible terms on the accountabilities to all 
stakeholders. The focus is on reporting to 
shareholders, rather than to those with environ- 
mental interests in a company’s activities. 

To understand how we should account for 
environmental obligations, we need to under- 
stand their unique nature. Because of their 
unique attributes, environmental obligations 
inherently are extremely difficult to account 
for, under any accounting rules. That is because 
they take a long time to settle and involve a 
high degree of interdependence and uncertainty. 
They require difficult estimations and there is 
no accepted basis of valuation. Moreover, and 
most importantly, they involve new concepts. 
Traditional accounting is based on our current 
concepts of private property and stewardship 
for the interests of the shareholders. In con- 
trast, accounting for environmental obligations 
requires accounting for common use property, 
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or shared resources, as well as accounting for 
stakeholder stewardship. Stakeholder steward- 
ship involves the rights and obligations of 
shareholders, customers, local communities 
affected by environmental degradation, and the 
electorate, as well as recognition of the “being” 
rights of other species. 

Accounting for traditional obligations is based 
largely on an explicit contract between known 
transacting parties, such as buyers and sellers, 
owners and shareholders, debtors and creditors. 
The terms of this contract are well defined; the 
rights, benefits and obligations of each trans- 
acting party are clearly set out. In contrast, 
environmental obligations involve implicit social 
contracts that are yet being established by legal 
precedent, with invisible contracting parties. 
For example, in the Love Canal case the courts 
have ruled that there was an implicit social 
contract between Hooker and invisible, un- 
known stakeholders who later bought property 
in the Love Canal area. The court ruled that 
Hooker had infringed on these stakeholders’ 
rights. 

A last point is one with a more philosophical 
orientation. Traditional accounting is based on 
viewing events through the eyes of “economic 
man”. There is increasing pressure to develop a 
more pluralistic approach that would recognize 
even the rights of other species. This has 
surfaced in legal battles over logging rights. For 
example, loggers in Washington State have had 
to cut back on their annual harvest because of 
concerns about the survival of the spotted owl. 
As an endangered species, the spotted owl 
is subject to very stringent federal legislation 
that has been used by environmentalists to 
override the existing legislation covering the 
annual harvest. What this precedent recognizes 
are the rights of other habitats that share a 
common use resource, as well as the rights of 
other species. Obviously, the environmental 
obligations associated with harvesting a forest 
are radically different from the traditional 
financial obligations between a company and its 
creditors. Another major difference is that the 
obligations involve an ecosystem that extends 
far beyond the confines of the company’s walls 
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and immediate assets. For example, the habitat 
of the spotted ow] is not something that appears 
on a balance sheet. The point of all this is that 
environmental obligations are unique and will 
require a unique accounting treatment. 

Many accountants and economists, as well as 
others concerned about the environment, have 
recognized the deficiencies in financial account- 
ing as it is currently practised. Some believe 
that the answer is to provide better information 
on the physical quantities of resources used. 
Others, such as the London Economics Centre 
Blueprint for a Green Economy (Pearce, 1989) 
are focusing on national income accounting. 
This initiative seems based on the concept of 
natural capital — air, water, and land that must 
be accounted for, even though they are “free” 
goods. But what has not yet occurred is a 
bridging between these emerging green con- 
cepts and bottom line financial reporting — 
reporting that currently profoundly affects 
corporate behaviour. 


ACCOUNTING FOR NATURAL CAPITAL 


Accounting for air and water, the essentials of 
life on this planet, will require three funda- 
mental changes — creating a new business 
mission, redefining corporate accountability 
and the related accounting regime, and rec- 
ognizing the rights of “invisible” stakeholders in 
the environment (Rubenstein, 1989). 


Creating a new business mission 

Nothing is done in isolation. Individually we 
sense that our philosophy of life shapes our 
values, which shape our goals, which shape our 
personal sense of mission, which shapes our 
personal accountability, which shapes how we 
measure our accomplishments, and so on. The 
point is, the way we account to ourselves, and 
to others, is at the end of the chain. If we want 
to change this accounting, we have to change 
its context, our social contract. The same holds 
true in business. 

This is the underlying concept, that our 
philosophy of life shapes our accounting. As we 
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know from anthropology and the study of 
comparative religions, there is an almost infinite 
spectrum of values. For simplicity I characterize 
two extremes — value systems that hold 
“being” as the end of human existence, and 
value systems that seem to hold “becoming” as 
the rightful end of human endeavour. Each of 
these different philosophies of life will trans- 
late into different economic goals, business 
missions and finally, accounting regimes. 

One regime would be most appropriate for 
pure “greens”. It would envision a business 
regime where the chief purpose of any business 
activity during the 21st century is to restore 
what has been degraded in the 20th century. 
The starting point for this regime is that all life 
is sacred and that being, as opposed to 
becoming, is one of the major goals in life. What 
follows from this philosophical outlook is an 
economic goal that would suggest that collect- 
ing intangibles, preserving and restoring our 
natural heritage would be major goals. These 
economic goals would then translate into a 
business mission to reclaim what has been 
degraded in prior centuries, to preserve what is 
left to people in the 21st century. The related 
accounting regime that would reflect this 
business mission, and basic social account- 
ability, would account for physical resources. 
Economic valuation would be largely irrelevant. 

Under this type of regime there would be no 
financial reporting as we currently know it, no 
bottom line, no annual report. There would be 
no need for such financial creatures. An entity 
would report on its stock of assets, on its timber 
reserves, on the state of its forests and other 
natural habitats. 

The extreme opposite of this philosophical 
approach is one that believes that all natural 
resources are made to be used by people, to be 
transformed. All forests, rivers and mineral 
deposits are means to an end — economic 
development. The related economic goal is for 
people to create wealth. These are the only 
assets that are recognized. The related business 
mission is then to develop natural resources, 
maximize industrial efficiency and economy. 
Everything has a price; the environmental 
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impact of, the bottom line is irrelevant. The 
world depicted in this scenario is frontier 
capitalism, a period when millions of square 
miles of timber fell to the axe, an era when 
robber barons held court in North America. 

Now there is something in between. This 
moderate philosophical outlook holds that 
some things are made to be used by people; 
some things are sacred and should be left alone. 
The related economic goal is to provide for 
material wants in a way that leaves the next 
generation no better or worse off. The related 
business mission is then to conserve and use 
natural capital in a sustainable manner. The 
related accounting regime focuses on the 
economic evaluation of what is renewable, 
leaving some things such as first-growth cedars 
untouched and unvalued because money would 
not be material in these decisions. 

This centre regime represents a coexistence 
of conflicting views about the desirability of 
“being” and “becoming”. That this is the view 
of many environmentalists who appear to want 
both preservation and a reasonable standard of 
living. It is in this direction that many respon- 
sible corporations say they are moving. The 
question for accountants, then, is “what defini- 
tion of accounting is compatible with measur- 
ing how well business is meeting this newly 
defined mission that of conserving and using 
natural capital in a way that does not degrade 
the environment?” 


Accounting redefined 

Behind the following definition of a reformed 
accounting is a belief that the natural evolution 
of 500 years of accounting is toward an 
expanded view of accountability to society. It is 
argued that accounting is gradually moving in 
the direction of an expanded definition of assets 
and liabilities, of including on the financial 
statements more difficult but essential estimates 
of resource use. Today, companies routinely 
account for complex estimates of pension 
liabilities, oil reserves, actuarial valuations, etc. 
The time has come to include environmental 
costs on the income statements of major 
corporations. Here it is argued that basic 
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accounting concepts, such as matching, con- 
servatism, even the notion of equal and opposite 
double entries, can be modified to reflect the 
unique interests of environmental stakeholders, 
if we redefine accounting as follows. 

Accounting measures the resources con- 
sumed in producing goods and services for 
trade and for promoting public welfare, as well 
as the resources preserved, and wealth created 
for future use, in accordance with conventions 
mutually agreed on by both the stewards of 
these resources, and the stakeholders to whom 
they are accountable. 

The obvious next question, if we are to define 
accounting so broadly, is “what would be the 
debits and credits in our new accounting for a 
trillion dollar environmental obligation?” 


Greening a European multinational 

It is important to move towards a more 
detailed understanding of what a reformed 
accounting might look like. Let us consider 
accounting for an invisible environmental stake- 
holder who has no explicit or clearly identified 
monetary or contractual relationship with a 
reporting entity. That is how accounting for 
these invisible environmental stakeholders would 
work in the case of land held by European 
Chemicals Ltd, a hypothetical company formed 
in the 1990s. 

The underlying concept for all the proposed 
adjustments is one of sustainable development 
that “meets the needs of the present without 
compromising the ability of the future to meet 
its own needs” (Brundtland, 1987). Translating 
this into accounting terms leads to the concept 
of a natural asset trust account — in fact, a very 
old idea. It is based on the notion of a land trust; 
assets are set aside for communal use. In this 
particular application the trust account is used 
like a damage deposit, not unlike that posted 
in advance by a renter with a landlord. At the 
end of the term of the lease, the cost of any 
damage is deduced from the damage deposit. If 
the apartment is undamaged, the deposit is 
returned. In the “ideal world”, the value of this 
trust account would be established and would 
never change, assuming a company practised 
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TABLE 1. Greening of European Chemicals Ltd — the 1990s - 


Natural asset trust account 
(ECU millions) 

31 December 1990 
Natural Asset Account 

® i January 1990 valuation 
Natural Capital Account 

® 1 January 1990 valuation 


Wg 
© 





a 
© 








Valuation based on higher of: 

~~ Potential clean-up costs, or 

—— Discounted cash flow of the future productive value of 
asset, over natural regenerative life cycle 


31 December 1991 








Natural Asset Account 

® 1 January 1990 valuation 50 

® Less: accumulated depletion 10 40 

Due from European Chemicals 10 
39 

Natural Capital Account 

®@ 1 January 1990 valuation 50 

50 





sustainable development and did not degrade 
the environment. i 

Table 1 describes how this accounting treat- 
ment would work. The first step would be to 
create a separate natural asset trust account 
that would be an integral part of European 
Chemicals’ financial statements. The first entry 
recorded in the trust account records would 
be a natural asset of ECU 50 million, at 
31 December 1990. This valuation would 
be based on the higher of potential clean- 
up costs or the estimated discounted cash 
value of the future productive value of the 
asset, over its natural regenerative life 
cycle. 

What this means in practical terms is that we 
look at rents charged in 1990 for similar 
land as well as at the value of residential 
properties, we impute a rental value for the 
foreseeable future based on assumptions of 
inflation, increases in value and future econo- 
mic activity in the area, and we discount these 
values over the next, say, 100 years. We use a 


Journal entries in 
European Chemical’s books 


No journal entries. During 1990 no dumping, no 
degradation of land. 


© 


DR: Natural resource expense 1 


CR: Due to Natural Asset 
Trust Account 1 





© 








To record land depletion expense for 1991, based on 
dumping, leakage, etc. 


“negative” discount rate that recognizes that 
arable land will be worth more in 50 years. 
In the case of a natural asset such as a forest, 
the regenerative life cycle would be used. 
This methodology would lead us to a capital- 
ized value of ECU 50 million, reflected in the 
31 December 1990 account balances. During 
the year there would be no journal entries 
on European Chemicals’ books because there 
would be no economic activity and no degrada- 
tion of the land, making accounting entries 
unnecessary. 

However, let us say that by 31 December 
1991 the situation has changed and European 
Chemicals has started dumping. Environmental- 
ists and organic chemists estimate that, based 
on the dumping during the year, the future 
productive value of the land, as originally 
calculated, would be depleted by 20%. Accord- 
ingly, a depletion of ECU 10 million would 
be recorded, with a corresponding entry due 
from European Chemicals of ECU 10 million. 
On the books of European Chemicals an 
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expense for natural resource use of ECV 10 
million would be recorded in the financial 
statements. European Chemicals would also 
record a corresponding liability to the natural 
asset trust account. 

The key concept here is that, given our 
increasing awareness of the rights of future 
generations to common use property such 
as air, water or land, there is a need to ex- 
plicitly recognize these equity rights on 
the balance sheet. This is clearly a major 
departure from traditional financial accounting, 
a departure fraught with new complexities 
and problems. Traditional accountants will 
gasp and mutter, “How can we ever begin to 
account for the productive value of land? 
How can we ever begin to make the difficult 
and subjective estimates called for? It would 
render traditional financial statements meaning- 
less ...” 
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CONCLUSION 


Clearly, there are no easy alternatives. But 
the accounting profession is at a crossroads and 
must decide whether it is better to be precisely 
wrong, or approximately right. There is no 
middle ground or “fence to sit on”. Either the 
established accounting professions of North 
America and Europe will fill the void and 
expand the definition of traditional accounting, 
or others will fill the vacuum — legislators from 
a green party, a new profession or security 
commissions. So far, the accounting establish- 
ments have not led the charge in the quest for 
green accounting, but there is a growing 
awareness of the limitations of traditional 
financial accounting in regard to environmental 
obligations. The question is, how fast, and how 
far, can the accounting establishments turn it all 
around in the next decade? 
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THE RHETORIC AND RATIONALITY OF ACCOUNTING RESEARCH* 
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Louisiana State University 


and 


WILLIAM SCHWEIKER 


The University of Chicago 


Abstract 


This essay suggests the value of a rhetorical understanding of accounting research practice, Rhetoric reminds 
us that despite the methodological differences across various accounting research communities, there is a 
ubiquity to argument in scholarly practice. No matter what kinds of questions accounting researchers 
address, no matter what methods they apply to those questions, no matter what languages they evoke, and no 
matter what purposes and values they attach to the research enterprise, nothing counts as accounting 
knowledge until it is argued before one’s peers. Thus, while rhetoric is not going to substitute for the many 
and different substantive ways in which accounting researchers produce accounting knowledge, neither can 
those substantive methods substitute for rhetoric. An understanding of rhetoric’s role within research is 
thereby necessary to understand the practice of accounting research and, in turn, the knowledge such 


practice produces. 


Accounting research is a public, social practice. 
While much scholarly labor is spent alone — 
contemplating, calculating, reading and writing 
— nothing counts as accounting knowledge 
unless it is accepted by an audience, usually 
one’s peers. Some papers get published; others 
do not. Some workshops are persuasive; others 
are not. Some students assent to our lectures; 
others, often the best students, provide good 
reasons for doubting the validity of our claims. 
The public character of knowledge leads Thomas 
Kuhn to conclude his landmark study, The 
Structure of Scientific Revolutions, with the 


claim that “Scientific knowledge, like languag 
is intrinsically the common property of a grou 
or else nothing at all” (Kuhn, 1970, p. 210). 

Kuhn helped inspire a substantial literatu 
that describes the deeply social and politic 
character of knowledge and its productio. 
Seen from this perspective, the idea of tk 
ascetic lonely scholar producing ostensib 
“objective” knowledge without subjective « 
intersubjective influences is without currenc 
knowledge, reason, rationality, and even empi 
ical legitimacy are now seen to depend upc 
practical intersubjective relations that infor. 


* The first draft of this essay was written some five years ago. Many people therefore deserve our appreciation. Antho: 
Hopwood, Marilyn Neimark and Jerry Salamon have taught us much about our own rhetoric. Ewa Bardach, Dick Bolar 
Jere Francis, Trevor Hopper, Bill Kinney, Don McCloskey, Barbara Merino, Peter Miller, Tony Puxty, K. Raghunandan, Te 
Shearer, Iris Stuart, Mike Welker and Paul Williams have helped tremendously. We would also like to thank participants 
the annual meetings of the American Accounting Association and the European Accounting Association, as well 
workshop participants at The University of North Texas. We also thank Jay Semel, Lorna Olson, and our colleagues at t 
Center for Advanced Studies at The University of lowa. Two anonymous reviewers have had their patience limitless 


stretched; our debts to them are excessive. 
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members of research communities (see Diesing, 
1962; Brown, 1987; Garfinkel, 1967; Latour & 
Woolgar, 1979). And while accounting re- 
searchers have shown considerable interest in 
placing accounting in its social context, they 
have done little to do the same for accounting 
research (see Burchell et al., 1985). Inquiry 
into the social character of accounting research 
would open. onto a variety of interesting 
questions — some epistemological, some his- 
torical, some political, and some ethical — as 
accounting methodologists come to focus upon 
the dynamics of social creativity, social con- 
straint, and discursive interaction that give rise 
to accounting knowledge. These questions 
need investigation as accountants begin to 
move away from strong conceptions of object- 
ivity, conceptions that either ignore or diminish 
intersubjectivity (see Lavoie, 1987; Chua, 1986; 
Boland, 1989; Morgan, 1988). 

This essay isolates rhetoric as one salient 
component of the social character of account- 
ing research and the knowledge that it yields. 
Rhetoric is ubiquitous to accounting research, 
and any accounting researcher who has tried to 
publish a study or convince a colleague in a 
workshop or a student in a classroom already 
knows that he or she needs an “art of 
argumentative persuasion”, a rhetoric. Indeed, 
accounting researchers perhaps must be among 
the most skilled of rhetoricians. That is because 
editors, reviewers, colleagues, and graduate 
students are by training and perhaps by nature 
skeptical, critical, and informed. They are often 
more difficult to persuade than most, though of 
course ideas are accepted and papers published 
for reasons other than persuasive force. 

Given the ubiquity of rhetoric to research, it 
is rather odd that methodological discussion 
rarely makes reference to rhetoric or argument. 
But indifference to or even disdain for rhetoric 
is certainly not new. It is as old as Socrates and 
his rants against the Sophists, the “professors of 
oratory”, the “counterfeiters of knowledge” 
(see Plato’s Gorgias). Rhetoric is often viewed 
as threatening to reduce knowledge to “mere” 
persuasive effect, to something that succeeds 
because it “pleases” rather than because it is, 
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apodictively, “true”. Thus, in the master dis- 
courses, from Platonism to positivism, there is 
little discussion of the conditioning force that 
rhetoric exerts over knowledge. 

But because scholars do practice rhetorics, 
an interest in scholarly rhetoric has waxed and 
waned historically, As Leff (1987) explains: 


The study of rhetoric occupies an equivocal place 
within the Western intellectual tradition. Its history is 
long and continuous, but it co-exists with an equally 
persistent strain of antirhetorical thought ... At times 
the discipline surfaces against the friction of the 
antirhetorical current and serves as an organizing force 
in education and culture. More often it succumbs to this 
friction; its ideals are denounced, its elements frag- 
mented and distorted. Yet however attenuated its form, 
the rhetorical tradition survives to mingle with and 
trickle through the mainstream of thought ... And so it 
remains available for periodic rediscovery, for direction 
into a channel of its own, and for use as a corrective to 
the prevailing drift of mainstream ideology (p. 19). 


Our own period is one of those times when a 
renascent interest in rhetoric surfaces. Rhetoric 
now has a central place in intellectual move- 
ments as diverse as deconstructive critique (de 
Man, 1986), romanticist hermeneutics (Gadamer, 
1981, pp. 113—138), ontological hermeneutics 
(Ricoeur, 1977, pp. 9-64) and critical social 
theory (Habermas, 1987, pp. 187-211). One 
such movement, the “rhetoric of inquiry’, 
focuses explicitly upon rhetoric and the con- 
duct of academic reserch, and is thus of 
particular interest to this essay. The corpus 
includes more than a hundred studies in fields 
as diverse as economics, theology, mathematics, 
physics and women’s studies (see Simons, 
1989, 1990; Nelson et al., 1987, for collected 
essays). While taking quite different theoretical 
and practical routes, rhetoricians of inquiry 
share in common the desire to infuse the 
“official” methodologies of their disciplines 
with an appreciation for the salience of rhetoric 
to research. The claim of the rhetorician of 
inquiry is that, since argument and persuasion 
are ubiquitous to research, we ought to critically 
reflect upon how our rhetorics condition the 
conduct of research as well as the content and 
quality of its produce — knowledge. In short, 
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` the rhetorician of inquiry argues that we ought 
to argue about our arguments since it is 
precisely those arguments that determine what 
does and what does not count as knowledge. 
That is to say, no matter what methods one 
uses, no matter what research questions one 
asks, no matter what kind of “data” we deploy, 
no matter what we judge the value and purpose 
of research to be, no matter what “motives” are 
presumed to drive the researcher, nothing 
counts as knowledge until it is argued before 
and assented to by a research community. 
Rhetoric is thus of epistemological as well as 
social import. 

There are many questions that could be 
placed on the agenda for a rhetoric of account- 
ing research, an agenda that we hope to ignite. 
What, for example, can rhetoric contribute to a 
descriptive account of accounting research 
methodology? By methodology, we mean what 
accounting researchers do in order to produce 
accounting knowledge. We do not mean cri- 
teriology; that is, a set of rule-bound prescrip- 
tions about how to do research, prescriptions 
specified in advance. How do different kinds of 
accounting research communities practice dif- 
ferent rhetorics? For example, a rhetoric cast in 
a language of p-values, reductivism, and price 
theory is perhaps necessary to persuade capital 
markets researchers, but it will not get a 
knowledge claim very far in a community of 
accounting historians or critical theorists. Nor 
will a critical social theory convince market 
researchers. Relatedly, how do these different 
accounting rhetorics differ from those in other 
disciplines? How are they the same? What might 
different research communities learn by com- 
paring their rhetorics? Can an accounting 
researcher, for example, do research better by 
reflecting upon what his or her arguments share 
in common with a literary critic, or perhaps a 
physicist? What can rhetoric contribute to 
epistemology; that is, to understanding what 
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‘warrants a knowledge claim as knowledge? One 


quite precise purpose of scholarly argument 
and debate is to decide which knowledge 
claims are warranted as knowledge and which 
are not, to resolve epistemological questions. 
What is rhetoric’s role in the invention of 
knowledge claims, in developing research ques- 
tions, selecting theories, generating evidence, 
presenting conclusions, writing: papers, etc.? 
How does rhetoric participate in the sociology 
of knowledge? This last question reminds us 
again that scholarly argument is a social prac- 
tice, that it has ethical, political, and social 
import for both the scholars who produce it 
and the broader public to whom accounting 
knowledge is offered. We are also reminded 
that research communities, like any other, are 
subject to forces that can constrain possibilities 
for innovation, argument, and even action. To 
the extent that these constraints are influences 
over scholarly argument, it is difficult to discern 
whether a body of knowledge is a product of 
reason or of power.! 

Because this is an “issue-raising” essay, it 
does not address all of these questions nor does 
it explore any one of them in detail. Our 
primary purpose is to convince the reader of 
rhetoric’s ubiquity to accounting research, to 
show in a quite broad way how, at every stage 
of the research process, argument conditions 
the shape and character of accounting know- 
ledge. But there is a subtext to this essay, a 
subtext related to the relation between the 
politics of accounting research and the quality 
of accounting knowledge as such quality is 
mediated by rhetorical praxis. To put it bluntly, 
and without argument, our own view is that 
accounting research is dominated by a positi- 
vistic and economistic orthodoxy that constrains 
both the domain of accounting knowledge and 
the scholars who work to produce it. There is 
then a disruptive, iconoclastic force at work 
against what Chua (1986) describes as the 


1 The blurring of reason and power is what makes attempts to ground accounting knowledge in a “market”, all the while 
foregoing discussion of the sociological and historical features of that market, suspect (see Watts & Zimmerman, 1979; 


Kinney, 1986). We discuss this issue later in the essay. 
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“mainstream” of accounting research through- 
out this essay, an essay that has its own 
“rhetorical” strategy, a strategy not unrelated to 
the authors’ own interests and desires. None- 
the-less, we trust that readers suspicious of this 
disruptive subtext might find the essay a useful 
accoutrement to methodological understanding. 

We begin with a brief discussion of rhetoric’s 
salience to the invention of accounting know- 
ledge claims. We then turn attention to the 
relation between rhetoric and epistemology; 
that is, the relation between rhetoric and the 
justification of knowledge claims as knowledge. 
The essay concludes with an all too brief 
discussion of how our focus upon the rhetoric 
of accounting research can be situated in the 
context of contemporary methodological dis- 
cussion and debate both inside and outside of 
accounting, debate about the philosophy of 
science, hermeneutics, and the sociology 
of knowledge. 

Two caveats are in order. First, this is a 
theoretical essay concerned primarily to make 
claims about scholarly practice rather than 
claims about either accounting or the relation 
between research and accounting. Accounting 
researchers are, after all, members of the 
broader community of scholars quite separate 
and apart from their attachment to accounting. 
It is this scholarly identity that primarily 
concerns us here. When the opportunity arises, 
we try to select accounting examples to 
support our argument, but we are more 
interested in the research process than the 
substantive particularities of accounting. An 
essay more directly focused upon how the 
particularities of accounting influence scholarly 
rhetoric is certainly promising, but it is not a 
task that we set for this essay. Second, rhetoric 
is a broad and diffuse field that encompasses 
sophistic, stylistics, argument, politics, and 
ethics. Our focus upon rhetoric as argument is 
thus quite partial. We simply cannot in a single 
essay finely differentiate the various aspects of 
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rhetoric, nor can we problematize rhetoric in 
relation to its intellectual cousins, dialectic and 
sophistic.? 


RHETORIC AND THE INVENTION OF 
ACCOUNTING KNOWLEDGE CLAIMS 


Prior to performing research, at the metho- 
dological level of invention, scholars wonder 
about many different things: what questions to 
ask, what competence they have to pursue 
those questions, consequences of doing one 
study rather than another, economic resources 
available to them, and the likely audience to 
whom a knowledge claim will be submitted. 
Rhetoric focuses upon this last question, the 
question of audience, an audience that may be 
real (particular colleagues, editors, dissertation 
committees, etc.) or imagined (images of a 
prototypical reader who is assumed rather than 
known). Lyne (1990) explains how reflection 
upon an audience conditions knowledge from 
the outset; that is, at the level of invention, a 
level about which the philosophy of science has 
had embarrassingly little to say: 


The invention of a discourse [e.g. a knowledge claim] 
produces an actual performance (the path chosen) 
which can be seen and judged against a field of possible 
ones (the accessible inventory). A relationship between 
the two arises from the mediating role of the audience, 
because rhetorical choices are made in consideration of 
an audience. To sever the processes of invention from 
those of persuasion would be to lose the natural force of 
attraction that a real or imagined audience can have 
over the processes of invention and understanding 
(Lyne, 1990, p. 51). 


An audience for research, a research com- 
munity, takes shape through this identity relation 
between a researcher and others. Researchers 
know something about and identify with other 
scholars to whom their research is primarily 
addressed. These identities are products of 
many different factors; among them, values, 


? Burke (1969), Perelman & Olbrechts-Tyteca (1969), Ricoeur (1977); and, of course, Aristotle’s Rhetoric are useful sources 


for systematic study of rhetoric. 


RHETORIC OF ACCOUNTING 


training, beliefs, perspectives on a subject 
matter, departmental identities, or what Crane 
(1972) calls “invisible colleges” that serve as 
national or even international consortia of 
scholars, etc. Research communities can be 
identified in different ways: substantively (per- 
spectives taken on the accounting phenomenon); 
linguistically (the languages and methods in 
which researchers write and speak); institu- 
tionally (e.g. a particular school, a special 
interest section of professional organizations, 
specific conferences, or a particular journal in 
which a community publishes). 

Research communities are interesting both 
sociologically and rhetorically. A research com- 
munity, as an anticipated audience, conditions 
the invention of knowledge inasmuch as a 
researcher’s reflections on audience influence 
the. kind of knowledge claim that he or she 
produces as well as the style of presenting that 
knowledge claim. That is not to say that a 
researcher can anticipate all readers; nor is it to 
say that knowledge claims are products of 
nothing but anticipation of an audience. But it is 
to say that research takes place against a 
background assumption about who the likely 
readers are, and that assumption conditions 
knowledge production in at least three different 
ways. It influences the subject matter of 
accounting research; that is, the way in which 
the phenomenon of accounting gets configured 
in a knowledge claim. It influences the com- 
position of accounting research: the languages 
chosen, the style of writing, the voice and 
personae that an author enacts. Third, anticipa- 
tion of an audience influences the values with 
which research is aligned in two ways: choices 
about the ends and purposes of accounting as 
well as of scholarship. We discuss each of these 
three in turn. 


Rhetoric and the subject matter of accounting 
research 

Accounting, like any other social practice, is 
rich in meaning: complex, multifaceted, his- 
torically fluid, and variant with the particulari- 
ties of individuals, values, interests, institutions, 
histories, modes of practice, and consequences 
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in which accounting acts are situated (see 
Burchell et al., 1985; Morgan, 1988; Hopwood, 
1989; Arrington & Puxty, 1991). Accounting, 
can thus be configured across so very many 
different experiential dimensions that any in- 
telligible knowledge claim about accounting is 
irredeemably partial. That partiality is an arti- 
fact of how researchers construct accounting as 
a phenomenon (see Chua, 1986; Hines, 1988). 
The empirical diffuseness of the accounting 
phenomenon, though certainly no more diffuse 
than other fields, is one reason why there are 
many different accounting research communi- 
ties working to produce many different bodies 
of accounting knowledge (though the influence 
of these different communities over accounting 
knowledge certainly varies substantially, a 
variance somewhat attributable to differential 
control over the training of Ph.D. students, over. 
curricula, and over journals). 

Morgan (1988) speaks in this sense of various 
metaphors for research throughout the social 
sciences. Among the dominant metaphors that 
he identifies as influential over accounting 
knowledge are accounting as history, as infor- 
mation, as language, as politics, as mythology, as 
ideology, and as domination and exploitation. 
Boland (1989) adds others. These metaphors 
are not just literary devices; they are, as Morgan 
explains, necessary because of the empirical 
richness of social practices like accounting: 


All these metaphors have been developed to form 
competing interpretations regarding the nature and 
significance of accounting ... Interestingly, they all grasp 
significant elements of what accounting is all about, and 
often suggest’ interesting principles for accounting 
design. However, no one metaphor grasps the total 
nature of accounting as a social phenomenon, for 
accounting, like other aspects of social life, is inherently 
complex, multi-dimensional and paradoxical (p. 481). 


As Lyne (1990) notes, this sort of empirical 
pluralism is not necessary to understanding 
rhetoric’s role in methodology. But it is a 
posture with which rhetoricians of inquiry are 
comfortable inasmuch as its proponents share 
with rhetoricians an appreciation for the her- 
meneutical character of social science. But 
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rhetoric’s relation to a subject matter is quite 
independent of whether one takes the sort of 
social constructivist view that informs account- 
ing methodologists like Morgan (1988), Hines 
(1988) and Boland (1989). Even the most 
strident of poitivists cannot advance knowledge 
claims about accounting without a great deal of 
rhetorical effort. Why? 

The answer to that question resides in carry- 
ing out the implications of Watts & Zimmerman’s 
(1986) correct claim that “empirical research 
is not a question of discovering facts about 
accounting and auditing” (p. ix). The indeter- 
minacy of the “facts” of accounting relates to 
rhetoric through recognition of the linguistic 
character of knowledge. Accounting, as a 
phenomenon in the world, refers to a broad 
array of actions, institutions, histories, and 
consequences that are economic, political, 
social, and moral. But accounting knowledge 
can only be a linguistic product, made up of 
words, sentences, paragraphs, symbols, numbers, 
equations, and statistics that organize them- 
selves into theories, hypotheses, narratives, and 
research papers. Language, not “facts”, is thus 
the empirical stuff of knowledge. This simple, 
all too obvious, fact — that knowledge can only 
be linguistic — avoids a great deal of confusion 
and a bit of positivistic scholarly pretense about 
the nature of accounting knowledge. Rorty 
(1989) explains: 


Truth [or knowledge] cannot be out there — cannot 
exist independently of the human mind — because 
sentences cannot so exist, or be out there. The world is 
out there, but descriptions of the world are not. Only 
descriptions of the world can be true or false. The world 
on its own — unaided by the describing activities of 
human beings — cannot (p. 5). 
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Researchers, like poets and physicists, work 
then to describe accounting through the medium 
of language, and a targeted audience influences 
how that work proceeds in two ways. First, 
different accounting research communities 
speak different languages, often highly special- 
ized languages like, say, topology or French 
poststructuralism.* More importantly, different 
communities have different hermeneutical 
postures on the accounting phenomenon — 
different ways of interpreting and understand- 
ing what accounting is and what it is not. A 
knowledge claim, if it is to persuade an 
audience that it deserves the honorific status of 
knowledge, must configure accounting in a way 
responsive to the hermeneutical shape of its 
intended audience, a point that we expand in 
the third section of this essay. For now, suffice it 
to say that there is an infinity of hermeneutical 
postures that could be brought to bear upon 
decisions about how to configure accounting as 
a subject matter. Any accounting event, and any 
knowledge claim about accounting, can be 
made to look good or bad by trading between 
those hermeneutical postures — by selecting 
this or that perspective on economics, on 
organizations, on ethics, etc., as a point of 
departure for inquiry into accounting. In mak- 
ing reference to accounting as a subject matter, 
researchers identify with work within one of 
these hermeneutical postures, though the 
boundaries between such postures are them- 
selves fluid and blurred. Knowledge claims are 
directed toward an audience who shares that 
posture. 

As a quite broad example, paraphrasing Lyne 
(1990), consider how accounting, as a subject 
matter, may be configured substantively or 


3 Sometimes, scholars believe that there is some single language that is not just another way of describing and redescribing 
accounting but the best language. We cannot debate the various claims and counter-claims that surround such belief, but 
we doubt that there is any such language available to accounting. We doubt, for example, that accounting knowledge 
would be enhanced by trying to render the multiplicitous consequences for those affected by it intelligible through, say, 
mathematics. To paraphrase Rorty (1979), attempts to grant epistemic priority to a single language are based on the rather 
odd notion that the “world”, or “reality”, or “accounting” has some language of its own: “Nature’s Own Vocabulary”. Geertz 
(1988) makes a similar point in parodying the “... strange idea that reality has an idiom in which it prefers to be described, 
that its very nature demands we talk about it without fuss” (p. 140). 
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factorially. In the first case, accounting is seen 
as an activity practiced by a particular, identifi- 
able group at particular places and times. 
Kinney’s (1986) claim that accounting research 
is concerned with the practices of “accoun- 
tants” is an example of a substantive configura- 
tion, an example that makes accounting research 
a branch of occupational sociology by drawing 
the boundaries of accounting around an occu- 
pational élite. Alternatively, accounting may be 
configured factorially rather than substantively; 
that is, as an aspect of many forms of social 
interaction irrespective of who produces it. 
Smith’s (1987) inquiry into accounting as an 
inexorable aspect of contemporary experience, 
as something practiced by everyone, is an 
example. She does not mention “accountants” 
(a professionalized élite) or their institutions, 
but is instead referring to the relentlessness and 
ubiquity with which so much of our discourse, 
whether ordinary conversation, journalism, or 
financial statements, is oriented toward the 
provision of economic accounts, Roberts’ (1991) 
essay, The Possibilities of Accountability, is 
another example of a factorial configuration of 
accounting as a subject matter, one that 
expands the domain of what accounting is and 
what it is not beyond the narrow confines of a 
practicing profession. 

How accounting gets rhetorically shaped 
takes many methodological directions. Examples 
are everywhere, and we list a few of them. Early 
on in research papers, assumptions are made 
explicit and caveats offered. These assumptions 
and caveats have the negative function of 
excluding those perspectives on accounting 
that a researcher is not addressing and does not 
wish to argue. Theories are evoked. They have 
the positive function of choreographing the 
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hermeneutical moves available to the reader if 
he or she desires to follow the narrative course 
through accounting that a researcher is taking. 
Particular authorities are solicited through 
citations and literature reviews. The work of 
these authorities is known to the relevant 
audience; and, if they are major authorities 
to whom research communities acquiesce, 
citational use of them signals an authors own 
acquiescence. Since cited work’ has already 
situated accounting in a particular way; and, to 
the extent that such work has achieved the 
assent of a research community, then some 
arguments do not need to be revived in the 
context of a present study.Í Definitions are 
fixed operationally or assertorically, effacing 
terminological debate. Only certain kinds of 
“data” are selected from among the available 
inventory of possible forms of empirical evi- 
dence. These data are then structured through 
research design, narrative, or analytical models 
such that “accounting” takes on a particular 
empirical architecture. Particular interdisci- 
plinary narratives are brought to bear upon 
accounting, narratives about economics, or 
history, or information, or engineering, or 
ethics, or sociology, or politics, or linguistics. 
These narratives are themselves quite particular 
renderings within their own disciplines. 

To illustrate this latter point, consider how 
“economics-based” accounting research can 
and does draw from a range of economic 
theories and narratives, some Marxist, some 
neoclassical, some price-theoretic, some insti- 
tutional, some new classical, etc. As an example, 
one among many possible illustrative examples, 
Table 1 contrasts neoclassical economics with a 
more sociological perspective on economics. 
(The reader is asked to imagine how the shape 


í Required modes of citation influence argumentative practice and therefore the quality of knowledge. In a fascinating 
essay, Bazerman (1987) shows how the scientistic style of the current American Psychological Association’s Publication 
Manual forces research into behavioristic paradigms through requirements about how papers are to be organized into 
various sections and subsections, what is to be included in each section, and string citations. He maps the historical 
development of such “required” forms to different bodies of knowledge that have dominated psychology in the twentieth 
century, showing how each required “form” is differentially compatible with bodies of psychological knowledge. This 
historical mapping provides concrete evidence on the interrelations between rhetoric and knowledge, and it would be 
interesting to attempt such an essay in accounting. See also Bourdieu (1988). 
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TABLE 1. Two ways of construing economic frameworks for accounting research* 


Neoclassical 


Alternative 





Economic agents 


Individuals, households, and 
firms; each construed as an 


Individuals, groups, and firms; 
each construed as a social actor 


individual utility maximizer 


Arena of action 
preferably markets 


Types of economic action 


maximization 


Result of economic action Equilibrium; social stasis 


View of the researcher 


Arenas of choice and scarcity, 
Strategic; governed by the 


telos of individual utility 


Objective outsider. Producer 
of “scientific” results 


The economic system as 
situated within society (social 
economy ) 

Intersubjective; governed by 
background assumptions about 
normative expectations and 
obligations within a polity 
Institutionalization and conflict; 
social change and resistance to it 
Citizen. Producer of moral— 
political possibilities 





* Adapted, with significant modification, from Swedburg et al. (1990, p. 57). 


of knowledge claims is determined by anticipa- 
tion of two very different audiences that may be 
loosely aligned with one or the other of these 
perspectives. ) 

Through techniques like those discussed 
above, an intelligible sense of accounting as a 
subject matter takes shape. But what is intelli- 
gible as accounting to one research community 
is sometimes closer to unintelligible to another. 
Indeed, there is probably more disagreement 
about what accounting is and what it is not 
among accounting researchers that there is in 
the broader polity. But however one configures 
accounting, rhetoric helps describe methodology 
inasmuch as any configuration is conditioned 
by an implied audience and the need to 
persuade them. 


Rhetoric and composition: the question of 
style 

The form as well as the content of a 
knowledge claim conditions its acceptability to 
an audience. An elegant research design, or 
equation, or historical narrative, like an elegant 
character (Jane Austen’s Emma?), affects an 
audience positively. Put strongly, accounting 
researchers need a literary competence inas- 
much as how they communicate has some force 
over the persuasiveness and indeed the in- 
telligibility of a knowledge claim. An account- 
ing researcher practices an art of composition, 


figuration, stylistics, and arrangement, and he or 
she finds raw material in tropes, metaphors, 
figures of speech, and grammatical structures. 
McCloskey (1985) pushes the stylistic point so 
far as to speak of the “literary character” of his 
own discipline, economics: 


The workaday methods of economic scientists ... are 
literary, an inescapable remark when one recognizes 
that the scientific paper is, of course, a literary genre 
with an actual author, an implied author, an implied 
reader, a history, and a form ... When an economist says, 
as he frequently does, “The demand curve slopes 
down”, he is using the English language; and if he is 
using it to persuade, as he frequently is, he is a rhetor, 
whether he knows or likes it or not. A scientific paper, 
and an assertion within it ... does literary deeds... . 
Scientific assertions are speech acts in a scene of 
scientific tradition by the scientist~agent through the 
agency of the usual figures of speech for purposes of 
describing nature or mankind better than the next 
fellow (p. 57). 


This is not to say that economics, or 
accounting, is enhanced by mimicry of the 
literati (though, as McCloskey notes, Madame 
Bovary is a more believable economic being 
than “that great stick of a character Homo 
economicus”, p. 65). It is to say that one is not 
going to get very far with an audience, 
academic or otherwise, without a great deal of 
hard methodological work in attending to 
composition and style. 

Different accounting research communities 
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prefer different styles. Consider character 
development. Some embrace Homo econo- 
micus. Others find such one-dimensional and 
emotivistic characters something other than 
human; not descriptive, not explanatory, not 
real. These communities give great weight to 
the complexities of subjectivity, even in settings 
where private wealth appropriation is an in- 
telligible goal of action. Or consider plot. Some 
research communities value reductive parsimony 
— two-person games are the limit; narratives 
must be reducible to samples, homogeneous in 
every way except one (a treatment effect). 
Some research communities take the produc- 
tion of accounting as a given, beginning their 
plots at some putative “use-level” of accounting 
output. Others, critical theorists or positive 
theorists, for example, are more interested in 
the historical processes that give rise to account- 
ing, though they have quite different under- 
standings of what those historical processes are. 
Others, “normative” income theorists, trans- 
cendentalize accounting by distancing them- 
selves from the concrete, empirical constraints 
of accounting’s production, in order to write 
purely in the domain of the ideational — of 
what accounting ought to be in light of their 
beliefs about the “best” of all possible worlds. 

The notion of various genres of accounting 
research makes sense in the context of style and 
composition. Kinney (1986) promotes a hyper- 
reductive style wedded to the grammar of 
agricultural statistics and linear variance split- 
ting, oddly and hyperbolically suggesting this 
style as a “generic” approach to empirical 
accounting research. Normative theorists pro- 
mote a transcendental genre, a speculative style 
somewhat like romantic poetry inasmuch as it 
expresses a longing for an idealized accounting 
without confronting the economic and social 
constraints on such ideals. Marxist accountants 
often write like Charles Dickens or American 
realists in the 1930s; stories of ordinary humans 
suffering for economic (and accounting) reasons, 
though often their claims to “realism” are 
suspect. Some, those who write for practitioners, 
stay in the genre of the technical engineering 
manual, construing accounting as if it were 
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governed by a technicist rationality with ends 
given and unproblematic. 

Each of these genres appeals to different 
research communities — the different ques- 
tions that concern them, the different levels of 
complexity within which they situate account- 
ing, the different languages they speak, the 
different values and purposes that they set for 
accounting research demand different styles, 
different genres. To the extent that these 
various styles are conditioned by anticipation of 
an audience, they are rhetorical. 


Rhetoric and the value of accounting research 

Any community that honors its values takes 
available opportunity to celebrate those values, 
and research communities are no different. 
Different communities embrace different values, 
both for accounting and for accounting research. 
And such values are, for several reasons, of 
rhetorical interest. First, situated within the 
human sciences, the accounting phenomenon 
is morally diffuse; that is, there is no singular 
interest, value, or good that resides at the 
moral—ontological origin of the accounting 
phenomenon (see Hopwood, 1989), nor is 
there a kind of “teleological map” that would 
objectively prioritize values within which 
accounting is intertwined (see Arrington & 
Puxty, 1991). For example, in making a claim 
about accounting, one might grant moral priority 
to private wealth appropriation, to production, 
to any of a number of social welfare criteria, to 
the interests of the profession, or managers, or 
investors, or even those ordinary laborers 
subjected to accounting practice (laborers 
who, we might add, are usually forgotten in 
arguments about the value context of account- 
ing). An accounting researcher may borrow a 
value-context from a range of discourses about 
rights, wealth, responsibilities, accountability, 
etc. The selection of any one of these contex- 
tual fields of value is always both contingent 
and a candidate for critique inasmuch as each 
value-perspective can provide a normative 
framework for problematizing the others. 

The multiplicity of value-contexts for account- 
ing has as its corollary the presence of a number 
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of accounting research communities that can 
be differentiated in terms of the value choices 
and preferences that inform their knowledge 
claims. We are now, hopefully, beyond the 
infantile stage of belief that accounting research 
communities can proceed in a “value-free” way. 
At least Watts & Zimmerman (1990), prime 
advocates for an ostensible “positive” theory of 
accounting, now confess the normativity of 
their own research, belated, partial and con- 
fused as such confession might be (see also 
Tinker et al., 1982). Such confessions open 
accounting research to moral evaluation both 
within particular research communities and 
between them (see Williams, 1987). 

The same point, a point about the richly 
diffuse value-field in which accounting is con- 
strued, can be made through attention to the 
way in which accounting research discourse is 
saturated with moral terms, vocabularies of 
rights, responsibilities, welfare, progress, wealth, 
etc., terms which are broadly contestable 
within their “home” disciplines of ethics, 
political philosophy, law, economics, and the 
humanities. Different research communities 
understand these terms differently, and that 
different understanding forces a researcher to 
create a particular moral character for a 
knowledge claim, a character that appeals to 
some audience though not to others. Thus, 
rhetorically, an accounting researcher antici- 
pates the value preferences of an audience in 
the same way that he or she anticipates their 
empirical perspective on the accounting phe- 
nomenon. A knowledge claim is conditioned by 
that anticipation. Knowledge claims are inten- 
tionally aligned with certain interests, values, 
and moral speculations on accounting. 

As with accounting values, research com- 
munities understand scholarly values differently. 
Positivists, for example, embrace prediction as 
the żelos of research. But prediction is morally 
contestable inasmuch as identifying ways to 
intervene in the lives of other people is the only 
reason that positivists are interested in predic- 
tion in the first place (see MacIntyre, 1984). 
Others prefer scholarly values — purposes for 
research — like control, emancipation, historical 
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understanding, disruption, idealized speculation, 
or, indeed, the monetary value of a knowledge 
claim in some putative “market” for knowledge 
(see Watts & Zimmerman, 1979; cf. Socrates in 
Gorgias). Thus, claims about the purpose and 
value of research are, at best, empty compli- 
ments that a particular research community 
pays to the scholarly value that it has embraced. 
That does not make such values less important; 
indeed, they are the moral fuel that gives 
accounting research whatever value it has in 
the broader sphere of public life. But they are 
contingent values: each specification of the 
value and purpose of research is conditioned by 
an array of ex ante beliefs, opinions, desires, 
and bodies of knowledge that gives rise to it. 
(Just as an example, our own interest in 
rhetoric emerges out of a background of value 
commitments motivated by our desire to 
disrupt the hegemony of the “mainstream” in 
accounting research.) But whatever scholarly 
values inform a community, a researcher who 
addresses that community works rhetorically to 
write (or speak) in a way that promotes those 
values and either ignores, discounts, or prob- 
lematizes other values which do, from other 
perspectives and within other research com- 
munities, have much to commend them. 

This section of the essay has suggested three 
broad ways in which the invention of an 
accounting knowledge claim is conditioned by 
the rhetorically grounded relation between a 
researcher (author) and an audience. Rhetoric 
is seen to mediate (1) how accounting gets 
configured as a subject matter; (2) the lan- 
guage, style, and genre in which a knowledge 
claim is composed; and (3) the value-context in 
which a knowledge claim is situated. But a 
knowledge claim, once invented, is merely a 
candidate for knowledge. The transition from a 
knowledge claim to knowledge depends upon 
scholarly argument, argument which, we pre- 
sume, is oriented toward the formation of a 
consensus-of-belief within a research com- 
munity with respect to which knowledge 
claims deserve the honorific status of know- 
ledge and which do not. This shift from 
invention to justification gives rhetoric a salient 
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place in the context of epistemology; that is, 
inquiry into the way in which knowledge 
claims are justified as knowledge. 


RHETORIC AND THE JUSTIFICATION OF 
ACCOUNTING KNOWLEDGE 


The justification of knowledge, the putative 
province of epistemology, is not philosophical 
but social. That is because only humans can 
decide what counts and what does not count as 
knowledge, and only humans can give reasons 
for and arguments about those decisions. The 
centrality of reasoned argument to scholarly 
practice is why Popper (1972) grants critical 
discussion (argument) priority in theories of 
science with the claim that, with the advent of 
science, we find: 


A tradition of a higher order replaces the traditional 
presentation of the dogma: In place of the myth — we 
find the tradition of criticizing theories. ... It is only in 
the course of this critical discussion that observation is 
called as a witness. ... Thus it seems to me that it is the 
tradition of criticism which constitutes what is new in 
science, and what is characteristic of science (pp. 
347-348, emphasis added).° 


This section of the essay both advances and 
problematizes rhetoric’s role in the justification 
of knowledge, taking quite seriously the fact 
that, in Popper’s terms, “science” or any other 
intellectual practice is only as good as the 
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critical, argumentative practices of the scholars 
who produce it. 


Rhetoric and the justification of knowledge: a 
descriptive view 

There is an inexorably strategic character to 
scholarly discussion and debate. Researchers 
are interested in winning an argument, in 
making other people assent to a knowledge 
claim, and rhetorical skill is one of the means 
through which that strategic moment is accom- 
plished. As the philosopher Robert Nozick 
(1981) notes: 


The terminology of philosophical art is coercive: 
arguments are powerful and best when they are 
knockdown, arguments force you to a conclusion, if you 
believe the premisses you have to or must believe the 
conclusion, some arguments do not carry much punch, 
and so forth. A philosophical argument is an attempt to 
get someone to believe something, whether he wants to 
believe it or not. A successful philosophical argument, a 
strong argument, forces someone to a belief (p. 4).° 


The economy of rhetoric. Nozick’s (1981) 
description of scholarly argument presupposes 
a space of contestability that can be understood 
as a kind of “economy” of knowledge. Account- 
ing knowledge is, like any other product that 
humans produce, an economic good — it is a 
product of human labor; it is produced as a 
response to human needs, interests, desires, and 
purposes; and it circulates in an economy and 
takes on more or less value depending upon the 


> Two points about Popper’s claim are interesting. He attributes this advent of science to the ancient Greeks, not to 
modernist methods. Second, if Popper is correct, then it is difficult to tell the difference between those disciplines typically 
called “scientific” as opposed to “unscientific”. That is because all scholars practice non-dogmatic and critical discussion. 
McCloskey (1985) and Rorty (1987) may just be right in claiming that the distinction between “science” and “non- 
science” has lost point. What seems to matter more than some “hierarchy” of disciplines is the fact that scholars in every 
field are trying to generate useful beliefs through critical argumentation. That is a point that follows from Popper’s claim, 
but a point that he conveniently overlooks as he discusses an “open” society that, oddly, has little place for “historicists”, 
“Marxists”, “theologians” and other sorts of scholars to “openly” participate in “critical discussion and debate” (see 
McCloskey, 1985). As a caveat, we are not like Popper interested in promoting some scholarly discourses as “science” and 
others as “non-science”, a move which often functions rhetorically to relegate many disciplines to “second-rate” status. We 
discuss this point later in the essay. 


é Nozick is not endorsing such a view on scholarly argument; he is merely describing the character of such argument as 
practiced. 
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e-valuations that others ascribe to it. The 
“value” of a knowledge claim, even within a 
given research community, is radically contin- 
gent. Different individuals perceive different 
interests at stake in a knowledge claim, for both 
motivational and informational reasons. For 
example, the producer of a knowledge claim 
typically has more at stake than his or her 
interlocutors — reputation, monetary income, 
promotion, tenure, pride, etc. Perhaps editors 
“worry” about the “consequences” of publish- 
ing a paper more so than do authors or 
reviewers; or, at a minimum, they perceive 
those consequences differently. Ph.D. students 
worry about “pleasing” their mentors; their 
mentors worry about how dissertations will be 
“received” by other universities. There are 
countless other motivational differences among 
members of a research community, and all of 
them help explain the contestability of know- 
ledge claims by suggesting that different e- 
valuations will be brought to bear upon it. 
There are informational as well as motivational 
asymmetries between researchers and inter- 
locutors. For example, the researcher knows 
more about the context in which a knowledge 
claim was produced (how it transpired, obstacles 
placed before its production, etc.). Likewise, 
editors have “private information” as they 
“broker” correspondence between authors and 
reviewers, even if such “brokering” is nothing 
more than receiving personal letters from each 
camp. Authors and interlocutors have read 
different books and articles and, in general, 
have experienced different academic histories. 
Thus, they bring different competencies and 
somewhat different hermeneutical postures to 
bear upon a knowledge claim. For these and 
other reasons, the “value” of a knowledge claim 
as it circulates within the political economy ofa 
research community is radically contingent and 
subject to differential e-valuations, all of which 
fuel argumentative practice. As Smith (1987) 
explains, this transpires as a kind of rhetorical 
economy where knowledge claims circulate. 


Any evaluation ... no matter what its manifest syntactic 
form, ostensible “validity claim”, and putative proposi- 
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tional status, may be of social value in the sense of being 
appropriable by other people. The actual value of a 
particular evaluation, however, will itself be highly 
contingent, depending on such variables as the specific 
social and institutional context in which it is produced, 
the specific social and institutional relation between the 
speaker and his/her listener(s), the specific structure of 
interests that motivates and constrains the entire social/ 
verbal transaction in which the evaluation figures, a vast 
and not ultimately numerable or listable set of variables 
relating to, among other things, the social, cultural and 
verbal histories of those involved and, of course, the 
particular perspective from which that value is being 
figured (p. 5). 


There are many “currencies”, many media for 
participation in and influence over knowledge 
production, within economies of research: 
power, reputation, access to grants, position 
within an educational hierarchy (professor, 
assistant professor, doctoral student, etc.), 
formal appointments as editors, reviewers, etc. 
(see Bourdieu, 1988; McGee & Lyne, 1987; 
Overington, 1977; Williams, 1985). Rhetoric is 
one such “currency” of this complex evaluative 
economy inasmuch as the “value” of a know- 
ledge claim rises and falls with the appeal of 
arguments made to support or to refute that 
claim. As we have already seen, the invention of 
a knowledge claim is conditioned by a kind of 
rhetorical “investment” that a researcher makes 
at the outset through anticipating what per- 
spectives on accounting, what discursive styles, 
and what values a “market’/research com- 
munity are likely to find appealing and worthy. 
But arguments remain to be made, and those 
arguments are the substance out of which 
“markets for knowledge” are made. 

Attention to the “economics” of knowledge 
makes this essay both like and unlike the 
position of Watts & Zimmerman (1979). Like 
them, we recognize that research is to some 
extent a self-interested pursuit. That is simply 
because researchers, particularly in a discipline 
like accounting that is made up of largely 
bourgeois rather than aristocratic academics, 
must, like anyone else, earn livelihoods. Research 
is perhaps the most salient mode of production 
for such livelihoods. 

However, a self-interested motive is merely 
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one among many causal forces at work in the 
economy of research. At a psychologistic level, 
the level at which Watts and Zimmerman 
position their argument, choices and actions 
are influenced by any number of “motives” and 
desires. Indeed, it would be quite easy to name 
accounting researchers who (like Socrates) 
know that their research has negative economic 
consequences for them. They know, for example, 
that ideologically motivated deans exercise 
arbitrary power to monetarily punish them for 
the research that they do. They, like Socrates, 
“value” the scholarly life as a calling; not as a 
job, and they know that the price that they pay 
for responding to that calling is high indeed. 
Romantic and archaic as that might sound, we 
believe it ardently, from experience. 

But it would be a mistake to think that con- 
trasting the Socratic ethos with the economism 
of Watts and Zimmerman sets up some kind of 
dichotomy such that researchers could be 
classified on one side or the other. Each of us 
hopefully reflects upon the tensions between 
the necessary economism of our research and 
the threats that such economism poses to 
Socratic ideals. We doubt, for example, that 
positive theorists would lie about their data, 
even if they knew that they could get away with 
it. We are also suspicious of those who might 
claim that their research is strongly indepen- 
dent of their economic self-interests. 

The problem with a position like Watts and 
Zimmerman’s is not that it is without truth- 
value; rather, it is that they take an emotivistic 
posture on other people. Emotivism is a claim 
to know other people and why they do what 
they do better than they know themselves (see 
Booth, 1974; MacIntyre, 1984, for discussion of 
the moral arrogance of emotivistic positions). If 
some researchers desire to discuss their own 
motives for being “scholars” as “cash equiva- 
lents”, they can certainly refrain from attribut- 
ing those motives to the rest of us. While 
economic consequences are one aspect of 
reflection upon research practice, they at best 
provide a partial and limited view of the reflec- 
tive activity of deciding upon a course and direc- 
tion for one’s research. The economy of research 
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practice is far richer and more complex than a 
simple emotivistic theory can accommodate. 

The sociology of rhetoric. Research com- 
munities, like any other, have their own 
traditions, customs, mores, institutions, lan- 
guages, hierarchies, systems of governance, and 
even geographies (e.g. the “Chicago” school). 
Nelson (1990) places these sociological attri- 
butes under the rubric of “animating myths” 
that identify and sustain research communities. 
As we have already seen, the invention of 
knowledge is conditioned by an author’s desire 
to respond to the particularities of a research 
community (an audience). But these particu- 
larities also intervene to influence the shape 
and character of justification. They are of 
rhetorical relevance to the extent that they are 
influences over the course of scholarly argu- 
ment. We discuss, in an all too brief way, a few 
of the positive and the negative consequences 
of them. 

Positively, the social character of research 
communities adds efficiency to accounting 
research within particular research communi- 
ties. Because the expanse of possible account- 
ing knowledges is great, it is impossible for any 
knowledge claim to defend itself against all of 
the available inventory of arguments that could 
be made against it. Members of particular 
research communities know themselves and 
their fellow citizens as having already com- 
mitted to particular empirical perspectives on 
accounting, particular value judgments about 
both accounting and accounting research, par- 
ticular (and often quite specialized) languages 
common to them but not necessarily to others, 
and a common body of canonical texts that 
form the background knowledge for their 
community but not for others. The upshot is a 
common social identity among members, an 
identity that lets them argue only those points 
that are immediately relevant to them as an 
intellectual community confronting a particular 
knowledge claim. What such arguments lose in 
generalizability, they gain in particularity, 
nuance, and subtlety. A corollary to this within- 
group point about rhetorical efficiency is that it 
makes it possible for many different groups to 
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work at producing many different kinds of 
accounting knowledges simply because each 
group concerns itself with a bounded and 
partial context of justification. As a result, 
accounting, as a subject matter, at least in 
theory gets the sort of proliferation of quite 
different scholarly discourses that its empiri- 
cal richness deserves, though in practice the 
hegemony of the “mainstream” impedes such 
proliferation. 

More negatively, or at least questionably, 
social forces within research communities can 
constrain possibilities for argument, innovation, 
and even action. Scientific communities are 
particulary vulnerable to bureaucracies, to 
texts that are placed beyond the pale of 
criticism, to review processes that are not as 
“blind” as they seem, to institutional ideologies 
that are influenced by things other than the 
quality of research contributions, and to activi- 
ties outside of the scholarly community that 
influence the research agenda (see Broad & 
Wade, 1982; Brym, 1980; Ashcraft, 1977; Crane, 
1972; McGee & Lyne, 1987; Overington, 1977). 
There is a persistent, almost medieval conser- 
vatism at work in scientific communities. “[A] 
new scientific truth”, writes Max Planck, “does 
not triumph by convincing its opponents and 
making them see the light, but rather because 
its opponents eventually die, and a new genera- 
tion grows up that is familiar with it” (1949, pp. 
33—34). Ph.D. students quickly learn that it is 
less important to develop new ideas than it is to 
“inculcate the norms, traditions, and beliefs of 
those masters to whom one is apprenticed” 
(Overington, 1977, p. 147).” We cannot discuss 
the breadth of issues that surround the sociology 
of knowledge here. Whitley (1986), Williams 
(1985), and Lavoie (1987) have probed some 
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of these issues in the context of accounting 
research, but, on the whole, accounting research 
has been remarkably immune from reflection 
on the sociological conditions of its practice. 
For these and other reasons, we have our 
suspicions about those who would promote a 
“market” for accounting research as an index of 
“quality” all the while forgoing inquiry into the 
sociological shape and character of that osten- 
sible “market”. 


The justification of knowledge: a normative 
view 

The economic and social factors that we 
discuss, as well as many others that we have not 
addressed, are important to rhetoric inasmuch 
as they influence argumentative practice which, 
in turn, determines what counts as accounting 
knowledge. That relation between the socio- 
economic aspects of scholarly argument and 
knowledge raises an interesting, critical ques- 
tion for scholars. If the telos of scholarship is to 
produce the best knowledge possible, then can 
these economic and social forces which are 
present to research impede the realization of 
that telos? In short, should we reflect upon and 
exercise vigilance toward that ancient proble- 
matic — securing knowledge from the patholo- 
gies of power? We certainly, in a Nietzschean 
key, do not have to answer “yes” to this 
question. We can simply settle for knowledge 
as power, refusing the obligation to reflect 
upon the ethical comportments of scholarly 
argument. In that key, we would simply accept 
an extant “market” for knowledge without 
reflection upon the structural and political 
conditions that are descriptive of that market. 
But on the other hand, if we do answer yes, 
then it is important to avoid the idealism of 


7 While the role of the educator as an intellectual mentor is certainly important, there is a delicate balance between 
mentoring, stifling creativity, and serving as an intellectual censor. Kinney (forthcoming), for example, suggests that Ph.D. 
students stay away from interesting but “risky” studies. Why? What makes them risky, and why should some calculative 
“risk factor” override intellectual richness? Need we examine the sociological causes that make “risk” override intellectual 
richness in a view like Kinney’s? Could such risk have something to do with challenging orthodoxy, with challenging the 
“mainstream” of which Kinney is himself so much a part? What are, for example, the conditions that would make a 
dissertation topic “unacceptable”? Should that “risk” perhaps be borne by the professoriate if the option is, put simply, 


repression of the pursuit of good ideas? 
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believing that we can, as a practical matter, 
secure knowledge from the pathologies of 
power. Despite intentions, research communi- 
ties are, like any other, arenas that are influenced 
by both strategic human actions and institutions 
that have an ineluctably coercive and perhaps 
morally suspect character to them. To be aware 
of the ineluctability of power is to recognize 
that research is a deeply human and fragile 
practice, a practice consequentially mediated 
by actions that are never realizations of our 
idealized perspectives on what they ought to 
be. But that in no way diminishes the value of 
articulating such idealized perspectives. They 
are useful as critical-moral precepts for reflec- 
tion, and we provide one such perspective 
below, a perspective adapted from the work of 
Jürgen Habermas (1984, 1987b) and merely 
glossed in this essay. 

Habermas is interested in systematically 
explaining the conditions under which com- 
municative action can produce a form of 
knowledge that can be called rational know- 
ledge. Those conditions provide criteria for the 
conduct of argumentative practice, and they 
entail removing all coercive constraints on 
scholarly discourse, constraints that would 
impede, in Habermas’ terms, “the unforced 
force of the better argument”. 

Like rhetoricians of inquiry (and pragmatists), 
Habermas agrees that knowledge claims be- 
come knowledge when a consensus-of-belief 
forms around them; but, unlike most rhetori- 
cians of inquiry (and pragmatists), provides 
explicit moral criteria for the formation of such 
consensus. For him, “... the criterion of truth 
[or rational knowledge] is not the fact that some 
consensus has been reached, but rather that... 
a consensus can be arrived at under conditions 
which show the consensus to be grounded” 
(transl. in McCarthy, 1979, p. 308). While it is 
beyond the scope of this essay to explain 
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Habermas’ model in a detailed way, we offer the 
salient features of that model as one means for 
reflection on the argumentative practices of 
accounting researchers. 

First, Habermas binds participants in argu- 
ment to a singular, formal telos — to reach 
understanding by acting in a manner which 
grants absolute priority to the desire to co- 
operatively search for truth as realized through 
the force of the better argument (1984, p. 25). 
The “force” of the better argument is made 
explicit in two media of normatively regulated 
practice, one social—political and the other 
discursive. 

The social—political medium coheres within 
what Habermas calls an “Ideal Speech Com- 
munity”. Such a community has the following, 
practical properties: 

(1) Every subject who so desires is allowed 
to participate in the discourse. 

(2) Every subject is allowed to offer any 
proposal. 

(3) Every subject is allowed to question any 
proposal. 

(4) No subject is coerced by forces either 
inside the discourse or outside the discourse in 
using the rights expressed in (1), (2) and (3).8 

We cannot discuss the implications of these 
properties in any detail here, and we refer the 
reader to Habermas (1984, 1987a,b) as well as 
to Power & Laughlin (1990) and Arrington & 
Puxty (1991) for discussion of them in an 
accounting context.? But a few remarks are in 
order. First, Habermas’ model does not diminish 
the unique interests and desires that inform 
individual subjects as they participate in scholarly 
argument. It merely specifies a procedural 
model, a discourse ethic, with respect to bow 
such interests and desires enter into scholarly 
debate. Second, it provides a positive sense of a 
public interest within research communities 
inasmuch as it orients discussion and debate 


8 This is a paraphrase taken from the work of Alexy (1978, pp. 40—41), as translated in White (1988, p. 56). 


? Indeed, Habermas is himself a critic of rhetoric. But that criticism is based upon certain aspects of rhetoric that we have 
excluded from this essay in order to focus upon argument. Construing rhetoric as argument, it is possible to read Habermas 
as a theorist of rhetoric, a point that Simons (1990) correctly notes. 
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toward the collective, consensual character of 
the transition from knowledge claims to know- 
ledge. How? By binding members of research 
communities to the telos of collectively under- 
standing knowledge as a product of collective 
assent to the better arguments, whether those 
arguments are their own or others. Thus, while 
a body of knowledge is not going to correspond 
to the private preferences and desires of 
anyone, there is a presumption that, given an 
arena of maximum contestability like that 
implied in an Ideal Speech Community, the 
outcome of scholarly argument is acceptable by 
all, even if such outcomes carry dysfunctions 
for the “private” interests of individual partici- 
pants. In this way: 


... the consequences and side-effects [of knowledge] for 
the satisfaction of the interests of every individual, 
which are expected to result from a general confor- 
mance ... can be accepted without compulsion by all 
(Habermas, 1982, p. 257). 


The discursive, rather than social—political, 
conditions of Habermas’ model focus on an 
understanding of rationality as communicative. 
Aligned somewhat with the Aristotelian tradi- 
tion of practical reason, and certainly aligned 
with pragmatism, Habermas’ notion of rationality 
is adequately summarized by Thompson (1983): 


When we use the term “rational”, observes Habermas, 
we assume that there is a close connection between 
rationality and knowledge. We assume, it seems, that 
actions or symbolic expressions are “rational” insofar as 
they are based on knowledge which can be criticized. ... 
[This] links the term “rational” to the notion of 
intersubjective assessment and thereby points towards a 
broader concept of communicative rationality ... in 
which various participants overcome their merely 
subjective views and, by virtue of the mutuality of 
rationally motivated conviction, assure themselves of 
both the unity of the objective world and the 
intersubjectivity of their life relations” (Habermas, 
1984, p. 28; Thompson, 1983, p. 282). 


The process through which communicatively 
rational knowledge is produced is argumenta- 
tive, and thereby rhetorical. It is the raising and 
contesting of what Habermas calls validity 
claims that support or refute knowledge claims; 
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and, under the conditions of Ideal Speech, such 
arguments lead to a rational consensus-of- 
belief about which knowiedge claims should 
count as knowledge and which should not. 
Thus Habermas, at least in a critical—rational 
sense, surpasses rhetoric, which seemingly 
holds that knowledge is just consensus, by 
offering a model of argumentation that makes 
explicit the conditions necessary to distinguish 
between rationally grounded knowledge and 
mere consensus-of-belief. This uneasy alliance 
between rhetoric and rationality is evident in 
Habermas’ (1984) explanation of argument: 


We use the term argumentation for that type of speech 
in which participants thematize contested validity 
claims and attempt to vindicate or criticize them 
through arguments. An argument contains reasons 
or grounds that are connected in a systematic way with 
the validity claim of a problematic expression. The 
“strength” of an argument is measured in a given 
context by the soundness of the reasons; that can be 
seen in, among other things, whether or not an 
argument is able to convince the participants in a 
discourse, that is, to motivate them to accept the 
validity claim in question (p. 18). 


The difference between Habermas and rhetori- 
cians is that argument, for him, must be 
“immunized against repression and inequality” 
through the normative—regulative principles of 
an ideal speech community (1984, p. 26). As 
we have already seen, there are aspects of 
research communities that have tendencies 
toward repression and inequality. Through 
Habermas’ model of communicative rationality, 
the process of producing knowledge can be 
formally differentiated from the process of 
enacting power — rational knowledge can be 
distinguished from knowledge through reflec- 
tion upon the argumentative mode of its 
production. That differentiation requires moral 
commitment; not epistemic rules. 

Habermas’ regulative model of argumentative 
practice is fraught with difficulties, and nume- 
rous critics have been relentless in pointing 
them out (see, e.g. Smith, 1987; Bernstein, 
1985). We cannot engage those criticisms 
here in any complete sense. Broadly put, they 
are criticisms of both the attempt to impose a 
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neo-Kantian set of deontological rules upon dis- 
course and the attempt to ground social choice 
in a perhaps overly intellectualized regard for 
communicative transparency, a transparency 
that perhaps pays insufficient attention to the 
material manifestations of power and coercion 
in public life. But for our purposes, Habermas’ 
model of Ideal Speech seems a useful schema 
for reflection upon the intersubjective relations 
between accounting researchers. Ideal Speech 
is not a practical mandate; it is a quasi- 
transcendental medium for moral reflection 
upon how we ought to treat each other in 
communicating with respect to accounting 
knowledge and its production. 


SOME IMPLICATIONS OF A RHETORIC OF 
ACCOUNTING RESEARCH IN RELATION 
TO OTHER ASPECTS OF RESEARCH 
PRACTICE 


The intention of this essay is to announce the 
relevance of rhetoric to accounting research 
practice; and, hopefully, we have suggested 
numerous ways in which the discursive relation 
between a researcher and an audience can add 
to methodological understanding and debate 
among accounting researchers. We are in no 
sense suggesting that rhetoric can substitute for 
the substantive methods and perspectives on 
accounting that inform various research com- 
munities. What rhetoric can do is twofold. First, 
it can claim a ubiquity that other methodo- 
logical components of research do not have, 
inasmuch as every accounting research com- 
munity depends upon argument and debate in 
order to produce knowledge, irrespective of 
the methodological particularities of that com- 
munity. A critical focus upon the conduct of 
argument thus has some accurate claim to 
generalizability across research communities. 
Second, rhetoric can take its place alongside 
other methodological concepts such that a 
fuller, richer sense of accounting research 
practices comes into view. It is this latter place 
of rhetoric that we briefly discuss in this section 
of the essay as we isolate some non-rhetorical 
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aspects of accounting research methodology 
and situate rhetoric in relation to them. 

The philosophy of science is frequently 
evoked in methodological discussion both 
inside and outside of accounting. Philosophers 
of science, like other scholars, write texts that 
can be useful to accounting researchers trying 
to understand methodology. But it is somewhat 
remarkable that philosophers of science are so 
frequently invoked as the “thought police” 
in methodological discussion in accounting. 
Christenson’s (1983) use of Popper is exemp- 
lary. Such appeals to authority are disturbing 
inasmuch as the philosophy of science is itself a 
discipline where disagreement about what 
science is and what it is not, how science is or 
ought to be produced, and how science fits 
within the broader concerns of intellectual 
practice is rampant. There is no consensual 
“philosophy” of science, particularly in a post- 
empiricist, post-positivist age like ours. The 
upshot of this diversity is that an accounting 
methodologist of any persuasion can find an 
“authority” within the philosophy of science to 
sustain whatever view he or she wishes to take, 
including the view that the distinction between 
“science” and “non-science” lacks point (see 
Feyerabend, 1978; Rorty, 1979). There seems 
to be a sort of “fishing for authority” as 
accounting researchers appeal to the philosophy 
of science, a practice that sociologists of science 
have called “ontological gerrymandering” — 
making one “science” problematic by making 
some other unproblematic. It is evident in 
accounting studies like Christenson (1983), 
Chua (1986), and Abdel-Khalik & Ajinkya 
(1979), all studies which take different views 
on science and use those views as criteria to 
reject others because they are (per such 
criteria) not “science”. From our perspective, it 
seems that if philosophers of science cannot even 
agree on minimal implicatures for what science is 
and what it is not, how science ought to be 
conducted, and how it fits within the broader 
intellectual enterprise, then they are hardly in a 
position to “police” the rest ofus. Gerrymandering 
rhetorical authority from them (as earlier 
versions of this essay did) is at best suspicious. 


528 


But there is a more important reason to be 
suspicious of authoritative appeals to the philo- 
sophy of science in methodological discussion. 
Accounting researchers, not philosophers of 
science, should determine how to do account- 
ing research as well as what counts and what 
does not count as accounting knowledge. That 
is because accounting researchers have arduously 
earned a competence in raising and investigat- 
ing innumerable questions about accounting. 
That competence is not expressible in any 
complete sense; it is more akin to Polanyi’s 
(1958) notion of “tacit knowledge”. The ex- 
panse of questions about and knowledges of 
accounting, as well as the talent to address 
them, no more correlates with the questions 
and texts of philosophers of science than it does 
with, say, the questions and texts of historians, 
economists, moral philosophers, organizational 
theorists, or any number of others. Accounting 
researchers can and do learn how to do better 
research from all of them. They learn new 
arguments. 

At risk of a rhetoric of “authority”, we would 
recall Popper’s claim about what is characteris- 
tic of “science” critical discussion and 
debate, critical rhetoric. But “critical discussion 
and debate” is common to all accounting 
research communities, just as it is common to 
humanists, physicists, and any other scholarly 
field. Seen in this light, a perhaps startling claim 
seems attractive: the distinction between science 
and non-science in accounting lacks point, 
though the distinction between critical argu- 
ment and other forms of discourse retains 
point. Rorty (1987) seems to give reasonable 
advice here, advice that pragmatists have been 
offering for quite some time, and advice that 
calls attention to rhetoric: 


We [pragmatists] would like to disabuse social scientists 
and humanists of the idea that there is something called 
“scientific status” which is a desirable goal. On our view, 
“truth” is a univocal term. It applies equally to the 
judgments of lawyers, anthropologists, physicists, philo- 
logists, and literary critics. There is no point in assigning 
degrees of “objectivity” or “hardness” to such disciplines. 
For the presence of unforced agreement in all of them 
gives us everything in the way of “objective truth” that 
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one could possibly want: namely, intersubjective agree- 
ment (p. 42). 


The demise of positivism, and the fragmenta- 
tion of the philosophy of science, has led to a 
renascent interest in hermeneutics — inquiry 
into the practice of interpreting and under- 
standing texts, whether research texts or other- 
wise. This renascent interest has surfaced in 
accounting. Boland (1989) speaks of a “herme- 
neutical turn” in accounting research, and 
describes that turn as 


... an acceptance and appreciation of ordinary language 
with all its attendant ambiguity as the only basis we have 
for all we can know ... [and a] realization of our own 
deep, personal involvement in interpreting our inherently 
symbolic and multi-vocal everyday language in con- 
structing all we know (p. 216). 


Boland’s description is broad and attitudinal; he 
is concerned to promote a posture for self- 
reflection on the research enterprise that is 
distanced from the urge toward certitude and 
objectivity that has informed the positivistic 
tradition since the late nineteenth century. 

A regard for hermeneutics trades in the 
model of the researcher as a detached observer 
of “facts” for the model of the researcher as a 
reader who brings a particular hermeneutical 
consciousness to accounting, a consciousness 
inextricably bound up with the history of a 
subject’s subjectivity, a historically dynamic 
and particular subjectivity that takes shape 
through other books one has read, other people 
with whom one has interacted, traditions and 
institutions within which one is intellectually, 
politically, and socially situated, and a horizon 
of desires for and speculations about future 
possibilities for accounting knowledge as well 
as accounting experience. In Paul Ricoeur’s 
terms, what a reader appropriates from a text 
(or a research study), what he or she comes to 
understand, to know, etc., is determined by the 
quite particular and complex dynamics that 
these and other factors donate to the activity 
of reading. Because readers are different, be- 
cause they are constituted in their subjectivity 
differently, the meanings, interpretations, 
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understandings, and knowledges produced 
through reading are, for each reading, different. 
That is the core of Hans-Georg Gadamer’s oft- 
cited claim that to understand is to always 
understand differently. 

Boland (1989), Lavoie (1987), and Arrington 
& Francis (1989) have in very different ways 
construed the import of hermeneutics for 
accounting research. We would like to add a 
few comments on the relation between her- 
meneutics and rhetoric, as we see hermeneutics 
as a worthy alternative to the philosophy of 
science as an accoutrement to understanding 
the role of rhetoric in accounting research 
practice. 

Rhetoric helps recover the role of the author 
in hermeneutical theory inasmuch as it calls 
attention to the author’s task of anticipating an 
audience, a community of readers (see Lyne, 
1990). As we have already seen, this anticipa- 
tion conditions the text in its very production. 
Thus, while reading is always a transaction 
between a reader and an autonomous text, that 
text is itself a product of an author’s efforts to 
orchestrate the hermeneutical moves that a 
reader will make. Particularly in a context like 
accounting research, authors know a great deal 
about who the desired readers are. They thus 
know a great deal about what hermeneutical 
postures will be brought to bear upon the text. 
And, to the extent that the need to persuade 
an audience governs the labor of producing 
research texts, the ability to predict these 
hermeneutical postures and to exploit those 
predictions in shaping a text is a significant 
determinant of the success or failure of a 
knowledge claim in becoming knowledge. We 
would agree then with Lyne’s (1990) claim that 
rhetoric reminds hermeneutics of the ineluct- 
ably strategic moment in reading, a moment 
described by the mediating role of the author in 
producing a particular kind of text, producing it 
for a particular kind of reader, and producing it 
with the intention to persuade that reader. 

The analogy between a book store and 
accounting research seems reasonable when 
one considers the relation between hermeneu- 
tics and rhetoric. Any book in a book store can 
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be read by anyone. Thus it is true that there are 
no formal limits on hermeneutical possibilities. 
But authors do not intend to produce books 
available to anyone. They write for aficionados 
of their chosen genre — lovers of mysteries, 
travelogues, philosophy, fiction, etc. Account- 
ing research studies are no different. They can 
be read by anyone; they are written for 
someone. 

If accounting research is addressed to parti- 
cular audiences, particular research communi- 
ties, then the adjective “ethnocentric” seems an 
appropriate modifier for such research. This 
essay has described a view of research that 
is decidedly ethnocentric; that is, we have 
advanced the notion that knowledge claims in 
accounting are addressed to and adjudicated by 
particular communities, often quite small com- 
munities. This has epistemological consequences: 
we are thus settling for a view of accounting 
knowledge that is parochial, limited, and sub- 
ject to all of the frailties, prejudices, and biases 
that inform particular groups of scholars. The 
likely charge against us is relativism. We accept 
that charge, recognize the limits that confront 
us, but are suspicious of the alternative for the 
following reasons. 

Rorty (1987), a self-professed relativist, sug- 
gests some implications for a view like ours, and 
we cite him at length as a way to add some 
clarity and positivity to the notion of relativism 
as we promote it: 


It [relativism] can name any of three different views. The 
first is the silly and self-refuting view that every belief is 
as good as every other. The second is the wrong-headed 
view that “true” is an equivocal term, having as many 
meanings as there are contexts of justification. The third 
is the ethnocentric view that there is nothing to be said 
about either truth or rationality apart from descriptions 
of the familiar procedures of justification which a given 
society — ours — uses in one or another area of inquiry. 
The pragmatist does hold this third, ethnocentric, view. 
But he does not hold the first or the second (p. 42). 


In the context of accounting research, the first 
view is “silly” because accounting research is 
and ought to be a highly discriminatory prac- 
tice of judging the persuasiveness of different 
knowledge claims: of publishing some papers 
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but not others for example. It is a “self-refuting” 
view because it is itself a comparison of 
different beliefs, a comparison that treats them 
as uniformly valuable. (As an analogy, consider 
how an economist’s prohibition on interper- 
sonal utility comparisons is itself an interper- 
sonal utility comparison.) The second view is 
“wrong-headed” because different procedures 
for “justification” are themselves candidates for 
evaluation. Habermas, for example, helps us to 
see how different modes of argumentative 
practice — different procedures of justification 
— can be morally evaluated. We relativists 
both prefer and defend the idea that, for 
example, civil argument is a better way of 
justifying knowledge (or “truth”) than vio- 
lence, shouting, coercive power, etc. The third 
and correct view of relativism holds that there 
is nothing outside of argumentative procedures 
within a particular research community that 
can possibly justify knowledge — there is no 
particular language, no ex ante rules of method, 
no singular “logic” to which “truth” or “know- 
ledge” universally corresponds. 

It seems to us that the partial, parochial, and 
ethnocentric view is preferable to the alterna- 
tive, the belief that some researchers have a 
universally better, more “truth-inducing”, more 
“scientific” mode of producing accounting 
knowledge. But an ethnocentricity like ours is 
not without problems. Most simply, it can lead 
to an insularity such that researchers isolate 
themselves within small research communities, 
no longer desirous of speaking with, writing to, 
or arguing with members of other communities. 

Truly heroic efforts surface when different 
research communities (different tribes to push 
the anthropological metaphors) try to inter- 
pret, understand, problematize, and critique the 
snowledge that each has just finished constitut- 
ing. That is a process not unlike the progress 
made when colonialist-minded Englishmen de- 
cided to listen to the natives, to those like 
Gandhi, to those who persuaded them that the 
world and knowledge about it did not corre- 
spond to the Anglican universality that they 
sought to attribute to it. That is what happens in 
feminist theory when men start to listen to 
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women. It is what happened when whites 
started to listen to people of color in the 1960s. 
It is what can happen when positivists, her- 
meneuts, mathematicians, Marxists, new classi- 
cal economists, sociologists, critical theorists, 
normative theorists, and applied accounting 
researchers read each other’s work and bring 
different perspectives to bear upon what re- 
mains otherwise strictly “tribal” discourse. That 
is the media of learning, of being exposed to 
and perhaps persuaded by the beliefs and 
opinions of those unlike ourselves, It requires 
what Rorty (1987) calls “abnormal discourse” 
(akin to Kuhn’s “abnormal science”) — listen- 
ing to those who first appear odd, eccentric, 
different, who speak different languages: 


To say that we must be ethnocentric may sound 
suspicious, but this will only happen if we identify 
ethnocentrism with pig-headed refusal to talk to 
representatives of other communities. In my sense of 
ethnocentrism, to be ethnocentric is simply to work by 
our own lights. The defense of ethnocentrism is simply 
that there are no other lights to work by. Beliefs 
suggested by another individual or another culture must 
be tested by trying to weave them together with beliefs 
which we already have. We can so test them, because 
everything which we can identify as a human being or as 
a culture will be something which shares an enormous 
number of beliefs with us. (If it did not, we would 
simply not be able to recognize that it was speaking a 
language, and thus that it had any beliefs at all.) (p. 43). 


To conclude, it is certainly worth consider- 
ing the possibility that there is nothing but the 
fragile, political, and morally vulnerable activity 
of discourse with others that justifies and grounds 
the knowledge that accounting researchers 
produce. It is certainly worth considering that 
the search for a sure-fire method of producing 
knowledge, or the search for a hierarchy that 
would subordinate some modes of knowledge 
production (unscientific? ) to others (scientific? ), 
or the search for some “objective” posture that 
would divorce our knowledge from both our 
subjectivity and our intersubjectivity are all 
searches that we would be better off abandon- 
ing. It might be nice if we had found such 
grounds for certitude in knowledge production, 
but the fact is we haven’t (see Rorty, 1979). 
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Perhaps all that we have got is argument with 
each other. That may not be a bad state of 
affairs. After all, accounting knowledge ought to 
sink or swim based upon what it can contribute 
to the moral quality of human lives as such lives 
are influenced by the practice of accounting. 
The question of the moral desirability of 
accounting is a question best addressed through 
free, open, and uncoerced argument. Scholars, 
like citizens, are accountable for the “rhetorics” 
that they deploy in the course of such arguments. 

A major weakness of this essay, a weakness 
justified by the constraints imposed on a single 
essay, is that we have focused primarily upon 
rhetoric’s place in answering what have tradi- 
tionally been thought of as epistemological 
questions, questions about how knowledge is 
justified as knowledge. We have not done justice 
to an equally important area: the sociology of 
accounting knowledge and rhetoric’s relation 
to it. Despite its prominence in the broader 
social sciences, there is very little work on the 
sociology of accounting research. Williams 
(1985) and Whitley (1986) are the only two 
studies that come immediately to mind. But 
there is a great deal of “unofficial rhetoric” 
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about the sociology of accounting research — it 
takes place in hallways, conference hotel lobbies, 
over the telephone, and over beer. It ought to 
be discussed out in the open — in the 
literature. If other disciplines have the maturity 
to do that (and the natural sciences have done a 
great deal of that), then accounting can as well. 
We have provided some references that can 
serve as models (see particularly Bourdieu, 
1988; McGee & Lyne, 1987; Broad & Wade, 
1982; Crane, 1972; Overington, 1977). Such 
work is important to advance the quality of 
accounting knowledge since, as we have already 
seen, the knowledge that a research community 
produces is only as good as the arguments that 
they engage in. Those arguments are vulnerable 
to the forces of coercion, power, institutions, 
and ideologies. They ought to be “unforced” 
arguments; they usually are not. That is an issue 
for future essays, essays which may find it 
attractive to take a critical perspective on the 
subtext of this essay: the stifling hegemony of 
“mainstream” accounting research with its 
positivistic pretensions, emotivistic moral arro- 
gance, economistic self-understandings, and 
indifference to the arguments of others. 
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Abstract 


This paper presents the results of an investigation of stress in public accounting, using a national sample of 
certified public accountants. The relationship between a set of predictor variables (organizational stressors and 
work/home conflict) and a set of criterion variables (job-related tension, job dissatisfaction, and propensity to 
leave public accounting) was analyzed using canonical correlation analysis, Job-related tension was associated 
with heavy work demands; job dissatisfaction and intention to leave were associated with slow career progress, 


unfulfilling jobs, and unclear job objectives. 


Public accounting is generally regarded as a 
stressful occupation (Weick, 1983; Figler, 
1980). Although not all stress is bad (Selye, 
1974), excessive stress can have negative 
consequences for both the individual and the 
organization (Matteson & Ivancevich, 1982; 
Cooper, 1981; Cox, 1978). Several researchers 
have investigated determinants and consequences 
of stress in public accounting. Haskins et al. 
(1990) explored the relationship between 
stress and auditors’ psychological symptoms of 
anxiety and depression. Rebele & Michaels 
(1990), Bamber et al (1989), Kemery et al. 
(1985), and Senatra (1980) studied antecedents 


to and/or consequences of accountants’ role 
stress. Choo (1986) investigated the association 
between stress and auditors’ job performance. 

With the exception of the Haskins et al. 
(1990) study, none of this past research 
has examined a broad range of potential 
organizational sources of stress. Nor have factors 
external to the organization, such as conflict 
between work and non-work activities, been 
explored.' This paper extends prior research by 
reporting the results of an extensive study of 
stress in public accounting using a large, national 
sample of certified public accountants.” The 
purpose of the study was to assess the relation- 


* The authors gratefully acknowledge the helpful comments from James A. Largay III, James E. Rebele, and two anonymous 
referees on earlier drafts of this manuscript. Financial support was provided in part by the Radford University Foundation. 


1 Although the Haskins et al. study (1990) also investigated a broad range of stressors, the stress outcomes investigated are 
different. Haskins et al examined the relationship between a group of stressors and the psychological symptoms of anxiety 
and depression, whereas this study explored the association between a set of stressors and job-related tension, job 


dissatisfaction, and intention to leave public accounting. 


2 With the exception of the research by Kemery et al. (1985), none of the other studies mentioned has surveyed a national 
sample of CPAs from all functional areas. Samples have been limited to auditors from one or several large, international 
firms (Haskins et al, 1990; Rebele & Michaels, 1990; Bamber et al, 1989; Senatra, 1980) or one geographical area 


(Choo, 1986). 
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ship between a set of organizational and 
extraorganizational stressors and the following 
stress outcomes: job-related tension, job dis- 
satisfaction, and intention to leave public 
accounting. In the following sections, back- 
ground information is provided, the empirical 
investigation is described, and the significance of 
the results for CPAs and accounting firms is 
discussed. 


STRESS AND ITS CONSEQUENCES 


According to McGrath (1976, p. 1352), 
“stress involves an interaction of person and 
environment ... There is a potential for stress 
when an environmental situation is perceived as 
presenting a demand which threatens to exceed 
the person’s capabilities and resources for 
meeting it, under conditions where he expects a 
substantial differential in the rewards and costs 
from meeting the demand versus not meeting 
it’. Several important points are embedded in 
this definition. First, the extent to which a 
demand made upon a person is stressful depends 
on whether it is perceived as stressful by 
the individual. This interactional approach 
emphasizes that stress is an individual per- 
ceptual phenomenon (Cox, 1978). Second, the 
individual must perceive that the consequences 
of meeting the demand are substantially more 
desirable than the consequences of not meeting 
it. Thus, there is individual variation in the 
perception of the ability and importance of 
meeting a demand (Schuler, 1980). Third, 
because stress results from a demand/capability 
imbalance, an underload of environmental 
demand may be just as stressful as an overload 
(Bailey & Bhagat, 1987). 


Stressors 

A stressor is something in the environment 
which presents a person with “a demand, or a 
constraint, or an Opportunity for behavior” 
(McGrath, 1976, p. 1352). Virtually any event, 
situation, or person can be a stressor (Matteson 
& Ivancevich, 1987). Focusing on the work 
environment, various researchers have developed 
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categorizations of work-related stressors (Quick 
& Quick, 1984; Ivancevich & Matteson, 1983; 
Burke, 1988). Although each categorization 
tends to be unique, there is some overlap among 
the groupings, in terms of both the categories 
selected and the stressors included within each 
category. Quick & Quick (1984), for example, 
divide work stressors into four categories: (1) 
task demands, or the nature of the work itself; 
(2) role demands, or the organizational role 
assumed by the individual; (3) physical demands, 
or elements in the physical environment, and 
(4) interpersonal demands, or stressors occur- 
ring due to individuals working together and 
interacting on a regular basis. Burke (1988) 
expands this grouping by adding two additional 
categories — career development pressures, 
and extraorganizational stressors, specifically 
work—family conflict. 

. Ivancevich & Matteson (1980) also recognize 
the need to consider extraorganizational 
stressors when examining work-related stress. 
In addition to extraorganizational stressors, 
Ivancevich & Matteson (1987) identified 15 
work-related dimensions that they divide into 
two main groups of stressors. One group, 
consisting of “macro stressors”, refers to 
stressors operating at the organizational level 
and includes factors unique to the organization, 
such as organizational structure and the reward 
system. The other group, labelled “micro 
stressors”, refers to stressors operating at the 
individual level and includes factors associated 
with the tasks to be accomplished or the role 
played by an individual in the organization. This 
study investigates these micro-level stressors, 
along with extraorganizational sources of stress. 


Stress outcomes 

Although a certain amount of stress is essential 
to well being (Selye, 1978), excessive stress can 
be dysfunctional and result in negative con- 
sequences (Ivancevich & Matteson, 1980). Cox 
(1978) developed a taxonomy of potential 
stress consequences. These consequences, and 
examples of each, follow: (1) subjective effects: 
anxiety, irritability, depression; (2) behavioral 
effects: excessive drinking and smoking, drug 


STRESS IN PUBLIC ACCOUNTING 








STRESSORS 


Organizational 


Role Ambiguity 

Role Conflict 
Quantitative Overload 
Qualitative Overload 

Career Progress 

Responsibility for People 
Time Pressure 
Job Scope 


Extraorganizational 


Work/Home Conflict 





kon 





537 





v 





STRESS OUTCOMES 


Job-Related Tension 





> Job Dissatisfaction 





Propensity to Leave 
Public Accounting 
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use; (3) cognitive effects: inability to make 
decisions, frequent forgetfulness; (4) physio- 
logical effects: increased heart rate and high 
blood pressure; (5) health effects: coronary 
heart disease, headaches, ulcers; (6) organiza- 
tional effects: job dissatisfaction, poor 
productivity, high turnover. 

It cannot be concluded that these con- 
sequences are always, or even frequently, the 
result of stress. Certainly, consequences such as 
anxiety, high blood pressure, job dissatisfaction 
and turnover can result from many factors. 
Nevertheless, the likelihood that stress may 
be the primary or contributing cause of 
these consequences cannot be disregarded 
(Ivancevich & Matteson, 1980). This study 
focuses on a limited number of stress con- 
sequences: job-related tension, job dissatis- 
faction, and propensity to leave public 
accounting. 


THE STUDY 


The model used to guide the study of 
the relationships between stressors and stress 
outcomes is presented in Fig. 1. This model is an 
adaptation and simplification of several similar 
conceptualizations (Fletcher, 1988; Matteson & 
Ivancevich, 1987; Cox, 1978).3 

The model consists of two parts: (1) stressors, 
or the antecedents to the stress situation, and 
(2) stress outcomes, or the consequences of the 
stressors. The model recognizes that stressors 
and outcomes are linked by feedback mechan- 
isms. For example, job dissatisfaction (an 
outcome) may affect how a person interacts 
with his or her co-workers (a stressor). 


Sample 
A national sample of experienced public 
accounting firm employees was obtained 


3 The model is not fully specified. In fact, only a subset of potential stressors and outcomes is included in the model. Given the 
impracticality of investigating a large number of variables, this study includes only a select number of variables of potential 


relevance to the public accounting environment. 
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through the cooperation of the American 
Institute of Certified Public Accountants (AICPA). 
The sample consists of 1593 individuals classified 
by the AICPA as being employed at the senior or 
manager level in their firms. Senior staff 
accountants and managers are particularly 
valuable to a public accounting firm. They 
maintain close contact with clients, often 
serving as the primary interface between the 
client and the firm. They also supervise 
subordinates and thus are crucial to the 
development of personnel within the firm. 

Data were collected through questionnaires 
mailed to the sample group. The initial mailing of 
the questionnaires was followed three weeks 
later by a second request. Of the 1593 indivi- 
duals surveyed, 1011 (63% ) responded.? Fifty- 
five respondents were subsequently dropped 
from the analysis because they held positions at 
other than the senior or manager level, reducing 
the final sample size to 956 individuals. These 
individuals have an average tenure in the 
profession of five years and nine months. 
Forty-one percent hold positions as senior 
staff accountants and 59% hold positions as 
managers. Sixty-seven percent are males and 
33% are females. 


Variables and measures 

Stressors. The organizational stressors shown 
in Fig. 1 relate to tasks to be accomplished or 
roles to be played in an organization. These 
stressors are measured using Ivancevich & 
Matteson’s Stress Diagnostic Survey (1983), 
a comprehensive self-report measure of per- 
ceived job-related stress. The Stress Diagnostic 
Survey contains 32 items and was designed to be 
used with managerial employees who, like 
public accounting seniors and managers, have 
some degree of autonomy. Separate scores are 
obtained for each of the eight categories of 
work-related stressors: role ambiguity, role 


K. M. COLLINS and L. N. KILLOUGH 


conflict, quantitative work overload, qualitative 
work overload, career progress, responsibility 
for people, time pressure, and job scope. 

When evaluating stress, it is important to 
consider not only organizational sources of 
stress but extraorganizational sources as well. A 
major problem facing individuals appears to be 
conflict between work life and home life (see 
Kabanoff, 1980; Near et al, 1980; Staines & 
O’Connor, 1980, for reviews of the literature in 
this area). Conflicts result when the work 
schedule severely limits free time or makes the 
individual too tired or irritated to enjoy other 
activities (Pearlin & Turner, 1987; Mortimer & 
Sorensen, 1984; Pleck et al, 1980; Staines & 
O’Connor, 1980). Several prior studies suggest 
that accountants experience conflict between 
their jobs and their home lives (Earnest & 
Lampe, 1982; Knapp, 1980; Istvan & Wollman, 
1976; Rhode et al., 1977; White & Hellriegel, 
1973). Conflict between work and home life is 
measured using four items from Kopelman et 
als’ (1983) interrole conflict scale. An example 
of an item from this scale is: “After work, I come 
home too tired to do some of the things I would 
like to do”. 

Stress outcomes. The stress outcomes inves- 
tigated are job-related tension, job dissatis- 
faction, and propensity to leave public 
accounting. Job-related tension is measured by 
the job-induced tension scale developed by 
House & Rizzo (1972), and used by Senatra 
(1980). The scale was designed to measure “the 
existence of tensions and pressures growing 
out of job requirements, including possible 
outcomes in terms of feelings or physical 
symptoms. ... Some measures of ‘taking the job 
home’ ... were also included” (House & Rizzo, 
1972, pp. 481—482). Examples from the scale 
are: “My job tends to directly affect my health” 
and “Problems associated with my job have kept 
me awake at night”. 


4 Individuals at the senior level have responsibility for planning and conducting engagements. Those at the manager level 
have responsibility for overseeing a number of engagements and supervising senior-level employees (AICPA, 1981). 


5 A 50% response rate is generally considered adequate for the analysis and interpretation of questionnaire data (Babbie, 1989). 
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TABLE 1. Descriptive statistics and reliabilities of variables (N = 956)* 
No. of items Item 
Variable in scale range Meant S.D. Reliability§ 
Organizational stressors 
Role ambiguity 4 1-7 3.19 111 0.80 
Role conflict 4 1-7 3.12 1.03 0.68 
Quantitative work overload 4 1-7 3.58 1.11 0.70 
Qualitative work overload 4 1-7 2.44 0.89 0.70 
Career progress 4 1-7 2.81 1.27 0.81 
Responsibility for people 4 1-7 2.92 1.06 0.75 
Time pressure 4 1-7 4.50 1.30 0.86 
Job scope 4 1-7 3.04 0.95 0.61 
Extraorganizational stressor 
Work—-home conflict 4 1-6 4.10 1.06 0.85 
Stress outcomes 
Job-related tension 12 1-5 3.01 0.73 0.89 
Job dissatisfaction 9 1-5 2.22 0.66 0.89 
Propensity to leave public accounting 2 1-6 3.39 1.54 0.86 


* Sample size varies somewhat for each variable due to missing data. 
tAverage scale item score (sum of scale responses divided by no. of items in scale). 


{Standard deviation of the average scale item score. 
§ Cronbach's coefficient alpha. 


Job dissatisfaction can be viewed as an 
attitude resulting from the balancing and 
summation of likes and dislikes experienced in 
connection with one’s job. It represents an 
overall evaluation of the job taking into account 
one’s own personal objectives (Bullock, 1952). 
The measure of job dissatisfaction is drawn from 
a questionnaire developed by Bullock (1952) 
and used by Senatra (1980). The scale consists of 
nine items, each requiring a subject’s evaluation 
of the employing organization or the job itself. 

Individuals may consider leaving their current 
positions for a variety of reasons, including 
occupational stress (McKenna et al., 1981). The 
concern of this study lies not with the intent to 
switch from one public accounting firm to 
another, but rather with the intent to leave 
public accounting for a non-public accounting 
job. Propensity to leave public accounting is 
measured by two questions adapted from an 
instrument developed by Cammann, Fichman, 
Jenkins and Klesh (Seashore et al., 1982). These 
questions are: “I often think about leaving public 


accounting”, and “I will probably look for a new 
job outside of public accounting in the next year”. 


Data analysis 

This study examines the relationship between 
a set of stressors and a set of stress outcomes: 
job-related tension, job dissatisfaction, and 
propensity to leave public accounting. Because 
of the likely intercorrelations within the set of 
stressor variables and the set of stress-outcome 
variables, any statistical technique used to 
examine the nature of the relationship between 
the two sets must simultaneously consider the 
shared variance in both sets of variables. Because 
canonical correlation analysis is able to ac- 
complish this task, it was used to assess the 
stressor/stress outcome associations.® 


RESULTS 


Descriptive statistics and internal consistency 
reliabilities (Cronbach, 1951) are reported for 


6 See Fornell & Larcker (1980) for a discussion of the use of canonical correlation analysis in accounting research, and Ferris 
& Larcker (1983) for an example of the application of canonical correlation analysis in an accounting study. 
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TABLE 2. Correlation matrix® 


Variable 1 2 3 4 5 6 7 8 9 jr JD PL 
Stressors i 

1. Role ambiguity 1.00 

2. Role conflict 0.57 1.00 

3. Quantitative overload 0.22 0.56 1.00 

4. Qualitative overload 0.43 0.50 0.46 1.00 

5. Career progress 0.50 0.38 0.11 0.34 1.00 

6. Resp. for people 0.37 0.53 0.58 0.48 0.33 1.00 

7. Time pressure 0.23 0.50 0.76 0.47 0.16 0.51 1.00 

8. Job scope 0.58 0.52 0.26 0.40 0.65 0.37 0.31 1.00 

9. Work-home conflict 0.28 0.41 0.50 0.34 0.23 0.39 0.53 0.32 
Stress outcomes 

QT) Job-related tension 041 049 046 043 0.33 043 052 041 0.69 1.00 

(JD) Job dissatisfaction 0.42 0.38 0.16 0.29 058 0.24 021 054 0.25 0.35 1.00 

(PL) Propensity to leave 0.22 0.26 0.21 0.21 0.34 016 023 036 0.29 031 053 1.00 


* All correlations are significant at the p < 0.001 ievel. 


each measure in Table 1. Internal reliabilities for 
all the variables are considered acceptable for 
testing the relationships (Nunnally, 1978) and 
are at least as high as those obtained in 
past studies for eight of ten variables for 
which comparisons are possible (Ivancevich & 
Matteson, 1987; Miles & Perreault, 1976; 
Bullock, 1952). With the exception of the 
quantitative and qualitative overload stressors, 
the mean levels for the organizational stressors 
are higher’ than those obtained in a previous 
study of managers by Ivancevich & Matteson 
(1987). The score for job-related tension is 
higher than the mean score obtained in a study 
of managers, scientists, and engineers (Miles & 
Perreault, 1976). The mean score for job 
dissatisfaction is similar to that reported in a 
previous study by Miles & Petty (1975). Because 
of adaptations made to the scales, comparisons 
cannot be made between this study’s means and 
those of previous studies for the “propensity to 
leave public accounting” and the “work-home 
conflict” variables. 


The correlation matrix for the study variables 
is presented in Table 2. Significant intercorrela- 
tions that exist within the set of stressors and 
within the set of stress outcomes confirm the 
appropriateness of analyzing the data with a 
multivariate statistical technique such as canon- 
ical correlation analysis. 

The objective of canonical correlation 
analysis® is to develop a linear combination of 
each set of variables (predictor and criterion) 
in a manner that maximizes the correlation 
between the two sets (Hair et al, 1987). The 
bivariate correlation between the two linear 
composites (called “variates” ) is the canonical 
correlation (Thompson, 1984). The canonical 
correlation procedure does not stop with the 
derivation of a single relationship between the 
sets (Hair et al., 1987). Instead, the procedure 
continues by finding a second pair of variates 
that exhibits the maximum relationship between 
the two sets of variables not accounted for by the 
first pair of variates. This process of creating 
canonical variates continues until the number of 


7 Comparisons of means for stressors, job-related tension, and job dissatisfaction for this study with those of past studies were 


made at the 0.05 significance level. 


3 For a detailed discussion of canonical correlation analysis, see Thompson (1984). For a non-technical discussion of the 


procedure, see Hair et al. (1987). 


STRESS IN PUBLIC ACCOUNTING 


541 


TABLE 3. Canonical correlation analysis results* 


H m 


aieeaa aaa aaa aaa U 


Canonical variate pairs (functions) I 
Canonical correlation (Re) 0.77 
Squared canonical correlation (R,?) 0.60 
Significance level of R.+ 0.0001 
Redundancy (Ra) 0.31 
Criterion set (outcomes) 
Job-related tension 0.93, 
Job dissatisfaction 0.65 
Propensity to leave 0.51 
Predictor set (stressors) 
Role ambiguity 0.63 
Role conflict 0.68 
Quantitative overload 0.57 
Qualitative overload 0.57 
Career progress 0.61 
Responsibility for people 0.55 
Time pressure 0.66 
Job scope 0.68 
Work—home conflict 0.83 


0.50 0.15 
0.25 0.02 
0.0001 0.0026 
0.07 0.01 

Unrotated canonical loadings 
—0.35 —0.08 
0.76 —0.02 
0.28 0.81 
0.28 —0.58 
0.07 ` —0.16 
—0.32 0.21 
~0.02 —0.15 
0.71 —0.00 
—0.10 —0.39 
—0.29 0.12 
0.53 0.10 
—0.46 0.16 





* Forty-one respondents had missing values for at least one of the variables and were thus omitted from the analysis. This 
reduced the sample for canonical correlation analysis from 956 to 915. 


tF statistic based on Rao’s approximation (Rao, 1973). 


pairs of variates equals the number of variables 
in the smaller set.? 


Three significant pairs of variates were 


created by the canonical correlation analysis 
procedure. Table 3 provides the following 
information for each pair of variates: (1) the 
canonical variates, (2) the canonical correlation 
(Re), (3) squared canonical correlation (R,”), 
(4) statistical significance of the canonical 
correlation, and (5) the redundancy coefficient 
(Ra), an index of the amount of variance in one 
set of variables explained by the variables in the 
other set (Stewart & Love, 1968). While the 
squared canonical correlation represents an 
estimate of the shared variance between the 
canonical variates, the redundancy index pro- 
vides an estimate of the ability of the predictor 
variables (taken as a set) to account for variation 
in the criterion variables (taken one at a time). 
As such the redundancy index is analogous to 


the R? statistic used in multiple regression (Hair 
et al., 1987). Total redundancy, obtained by 
summing the amount of redundant variance 
attributed to each canonical function, is 0.39. 
Thus, a substantial amount of the variance in the 
criterion set has been accounted for by the 
predictor variables. 

The relationship between the set of predictor 
variables and the set of criterion variables can be 
assessed by interpreting the pairs of variates. 
Before doing this, however, a decision must be 
made as to which canonical functions should be 
interpreted. The information shown in Table 3 is 
used in making this decision. Although all three 
pairs of variates have statistically significant 
canonical correlations, the third canonical 
function is not meaningful. The square of the 
canonical correlation (R2) for this pair of 
variates is below the 0.10 acceptable level 
recommended by Thorndike (1978), and the 


? Because successive pairs of canonical variates are based on residual variance, their respective canonical correlations 
become progressively smaller. That is, the first pair of canonical variates has the highest intercorrelation, the next pair the 


second highest, and so on. 
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TABLE 4. Rotated canonical loadings 
Canonical variate pairs (functions) I I Communiality* 
Criterion set (outcomes) 
Job-related tension 0.96 0.26 0.99 
Job dissatisfaction 0.08 1,00 1.00 
Propensity to leave 0.25 0.52 0.34 
Predictor set (stressors) 
Role ambiguity 0.35 0.61 0.48 
Role conflict 0.51 0.46 0.47 
Quantitative overload 0.65 0.08 0.42 
Qualitative overload 0,48 0.32 0.33 
Career progress 0.09 0.93 0.88 
Responsibility for people 0.50 0.24 0.31 
Time pressure 0.70 0.15 0.52 
Job scope 0.25 0.83 0.75 
Work~home conflict 0.94 0.12 0.90 


* Row sum of squared loadings. Provides an estimate of the variance in each variable explained by the two functions taken 
together. 


redundancy level is very low.!° This third pair of 
variates was thus dropped from the analysis. 
Canonical variates are interpreted on the basis 
of a set of correlation coefficients, or loadings, 
which represent the simple linear correlation 
between each individual variable and its own 
canonical variate.'' Canonical loadings are 
analogous to factor loadings and are interpreted 
similarly. As is often the case, interpretation of 
the results is difficult because almost all the 
variables tend to be highly correlated with the 
first canonical function (Thompson, 1984).'? 
Fortunately, a clearer interpretation is often 


obtained by rotating the canonical variates in 
much the same way that factors are rotated in 
factor analysis (Thompson, 1984; Cohen & 
Cohen, 1983; Bentler & Huba, 1982; Pedhazur, 
1982; Fornell, 1979; Cliff & Krus, 1976). 
Simplification was thus accomplished by rotat- 
ing the structure correlations orthogonally 
using Kaiser’s (1958) varimax rotation method. 
The third function, deemed to be trivial, was 
dropped prior to rotation. The rotated solution 
appears in Table 4.13 

The rotated solution is a substantial improve- 
ment over the unrotated solution. With the 


10 While no generally accepted guidelines are available indicating a minimum acceptable index of redundancy (Hair et al., 
1987), it is apparent that the level of redundancy for the third pair of variates is unacceptable. The redundancy indices for the 
first and second pairs of variates are sufficiently high to justify interpreting these functions, although the level of redundancy 
for the second pair of variates appears only marginally acceptable. 


U An alternative approach to interpreting canonical functions is to examine the canonical weights, Due to limitations in the 


use of weights, loadings have been increasingly used in interpreting canonical functions (Thompson, 1984; Bentler & Huba, 
1982; Fornell, 1979). 


12 In deriving the first pair of variates, the canonical correlation procedure develops a linear combination of each set of 
variables in a manner that maximizes the correlation between the two sets. The resulting linear combinations of variables 
account for more of the variance in the data as a whole than any other linear combinations. This can make the interpretation of 
the first canonical function difficult since the mathematics mean that as many variables as possible will be correlated with this 
first function (Thompson, 1984). 


13 The following demographic variables were incorporated into the canonical correlation analysis: age, rank (senior/ 
manager), length of time in public accounting, type of firm (national/regional/local) and marital status, None of the variables 
was significant and their inclusion changed the results little, if at all. Consequently, these variables were dropped from the 
analysis. 
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exception of the role-conflict and qualitative- 
overload stressors, the rotated solution provides 
a clear separation between large loadings and 
small ones. The variate communality scores for 
the criterion set indicate that a large amount of 
the variance in job-related tension and job 
dissatisfaction has been accounted for by the 
solution, while a substantial portion of the 
variance in propensity to leave is unaccounted 
for. Thus, the solution should provide a fairly 
good understanding of job-related tension and 
job dissatisfaction, but not of propensity to leave 
public accounting. The variate communality 
scores for the predictor set show particularly 
large communalities for the work-home conflict 
and the career-progress stressors, suggesting 
that these two stressors are comprehended well 
through the analysis. 


Relationship between stressors and stress 
outcomes 

The first canonical function is descriptive 
of job-related tension while the second is 
descriptive of job dissatisfaction and propensity 
to leave public accounting, Four stressors!4 — 
work-home conflict, time pressure, quantitative 
work overload, and responsibility for people — 
loaded highly on only the first canonical 
function, thereby indicating that these stressors 
are associated with job-related tension. These 
stressors are related to the high work demands 
of the profession. Work demands for public 
accountants can be great, both in terms of the 
quantity of work expected and knowledge and 
skills required. t" In addition, public accountants 
must adhere to tight and sometimes inflexible 
time schedules. Meeting the demands of the 
profession may limit time available for non-work 
activities and increase the potential for conflict 
between work and home. 

Three stressors — career-progress, job-scope, 
and role-ambiguity — loaded highly on only the 
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second canonical function, signifying that these 
stressors are associated with job dissatisfaction 
and propensity to leave public accounting, 
These stressors stem from perceptions on the 
part of individuals that (a) promotion progress 
has been too slow or opportunities for advance- 
ment are limited, (b) their jobs are unimportant 
or lack variety, and (c) job objectives and 
responsibilities are unclear. 

The remaining two stressors — role conflict 
and qualitative overload — loaded on both 
variates, indicating these stressors are important 
in understanding all three stress outcomes. The 
first of these stressors, role conflict, is reflective 
of the pivotal role played by individuals at the 
senior and manager levels in public accounting. 
Senior staff accountants and managers often 
report to several individuals within the firm, 
while maintaining close contact with numerous 
clients. Being subjected to multiple, often 
conflicting demands contributes to job-related 
tension as well as to job dissatisfaction 
and intention to leave. The second stressor, 
qualitative overload, results from perceptions 
on the part of individuals that they are not 
competent to perform their jobs. Stress related 
to feeling unqualified is associated with job- 
related tension and, to a lesser degree, job 
dissatisfaction and propensity to leave public 
accounting. 


DISCUSSION, LIMITATIONS, AND FUTURE 
RESEARCH 


The public accounting profession can be stress- 
ful, particularly for individuals occupying senior- 
and manager-level positions. Because these senior 
staff accountants and managers play such pivotal 
roles in their firms. gaining an understanding ofthe 
stressors they encounter and their consequences 
is important to the accounting profession. 


14 Stressors are listed in order of importance, based upon absolute size of loading. 


15 Individuals in the study reported working an average of 59 hours per week during busy season (which lasts an average of 16 
weeks) and 44 hours per week during non-busy season (Collins, 1988). 
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Although this study replicates many of the 
findings from past research on stress, it expands 
these past findings in several important ways. 
First, because a large, national sample of CPAs 
was used, the results may be more generalizable 
than results of many of the past studies 
which limited their sample to one accounting 
firm or one geographical area. Second, the 
study examined both organizational and extra- 
organizational sources of stress, while past 
studies have generally focused on work-related 
stressors only. Third, much has been learned 
through this study about the complex relation- 
ships between these stressors and three 
outcomes: job-related tension, job dissatisfaction, 
and propensity to leave public accounting. 

Some stress in public accounting is unavoid- 
able, but stress can have negative consequences 
for both the individual and the organization. In 
addition to the stress consequences investigated 
in this study, other consequences of stress in 
public accounting have been identified. High 
levels of stress have been associated with 
psychological symptoms of anxiety and depres- 
sion (Haskins et al, 1990) and decreased 
job performance (Choo, 1986). In view of the 
potentially negative outcomes of stress identi- 
fied in this study and in past research, the task of 
CPAs and firms that employ them is to reduce 
stress to an acceptable level. Accounting firms 
should do this to protect their most valuable 
asset — their employees. For individuals, the 
motivation for reducing stress is to improve the 
quality of their lives. The knowledge gained 
through this study may be helpful to CPAs and 
their accounting firms in implementing needed 
stress-reduction programs. 

Given the positive association between job- 
related tension and the work demands of the 
profession, accounting firms can attempt to 
reduce job-related tension by modifying work 
requirements.’ This may mean reducing 
over-time and travel requirements, improving 
scheduling to ease deadline pressures, minimizing 
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conflicting requests, and instituting programs, 
such as flexible work schedules, designed to 
assist employees in balancing their career and 
family responsibilities. Individuals can strive to 
reduce job-related tension by recognizing the 
benefits of leisure activities, by getting away 
from work and cultivating non-work interests. 
Time-management and delegation skills should 
also be improved in an effort to use time, both at 
work and at home, more efficiently. 

When attempting to reduce job dissatisfaction 
and propensity to leave public accounting, 
efforts should be directed towards clarifying 
job requirements, making work assignments 
interesting and challenging, and combatting 
career-progress problems. By exerting these 
efforts, firms may be able to increase the overall 
satisfaction of their employees, thereby reduc- 
ing turnover. Firms should not attempt to 
reduce all turnover, however. Given the 
pyramid-shaped hierarchy of the public 
accounting firm, with fewer positions available 
as one moves up the ladder, turnover benefits 
the firm by culling non-promotable personnel 
and assuring that promotion channels will 
not become clogged (Waller, 1985; Benke & 
Argualo, 1982; Istvan & Wollman, 1976). 
Turnover is a problem, though, when those 
leaving are the ones the firm would like to retain. 
Unfortunately, poor performers are not the only 
ones leaving their firms. Jackofsky et al. (1986) 
found that turnover occurred among not only 
the lowest performers but also among the 
highest performers. 

Firms should seek to identify those employees 
most compatible with public accounting. Efforts 
can then be directed at these employees to make 
their jobs as satisfying as possible, thereby 
increasing the likelihood they will remain in the 
profession. For the firm, this means communicat- 
ing job requirements clearly, varying assignments 
to provide interesting work, and evaluating 
performance and career progress honestly and 
on a timely basis. For the individual, this means 


16 See Collins & Killough (1989) for a discussion of stress-reduction measures now being taken by public accounting firms 


and CPAs, 
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requesting clarification of job requirements 
when not provided, seeking challenging assign- 
ments, and realistically evaluating one’s career 
progress and advancement opportunities. 


Limitations 

The study results need to be considered 
in light of several limitations. First, the use 
of the mail survey method to collect data 
introduces the possibility ofa non-response bias. 
Although statistical tests performed to assess 
non-response bias by comparing early and late 
respondents suggest that non-response was nota 
problem in this study, this can never be 
conclusively shown. Second, the study used a 
self-report instrument. Possible limitations with 
a self-report instrument are that the instrument 
may not be well designed, or that subjects may 
not answer the questions carefully. To reduce 
the likelihood of having a poorly designed 
instrument, only scales shown to be reliable and 
valid in previous studies were used. After the 
questionnaires were developed, they were 
reviewed by several professionals and pilot 
tested at two large accounting firms.’” To assess 
whether respondents answered the questions 
carefully, a number of items were reverse 
scored. Third, the cross-sectional nature of 
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the study is a possible limitation. Information 
was collected and analysed at one point in 
time, but it is possible that the relationships 
would be better understood if studied over 
time. 


Future research 

Many opportunities exist to extend and 
improve upon the present work. First, a natural 
extension of this research project would be to 
move from the current cross-sectional design to 
a longitudinal design. Second, the present study 
measures stress outcomes exclusively through 
self-reporting. Future research could possibly 
employ a multidisciplinary approach by supple- 
menting these subjective measures of stress 
outcomes with physiological (medical) measures 
of physical and mental distress. Finally, further 
insight into the complex issue of stress in public 
accounting could be gained by investigating the 
costs of stress at the firm level. Accounting 
techniques could be used to isolate the 
stress-related components of costs such as 
absenteeism, insurance, recruitment and train- 
ing. Attaching a dollar cost to stress, even a 
rough estimate, might encourage firms to 
introduce or expand policies for preventing or 
relieving work-related stress. 
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Abstract 


risk assessment judgments and risk-related perceptions of 164 American auditors and bank lenders are 
compared using an experimental research design. The auditing work environment is hypothesized to be 
conducive to more Bayesian risk assessments than the bank lending environment. Results based on an 
experimental risk assessment task indicate support for this proposition, with perceptual data suggesting there 
are more incentives for avoiding risk in the bank lending enviconment than in the auditing environment. More 
research on factors which impede risk assessments in accordance with Bayes’ theorem is advocated. 


While assessing risk is an important skill for 
many people in business, it is a critical skill for 
those working as accounting firm auditors or 
bank lenders. Field auditors are asked to evaluate 
the financial risk associated with client firms 
while higher level audit personnel must make 
decisions regarding whether a client firm’s 
audit business should be accepted or rejected. 
Similarly, bank lending officers must review and 
assess the risk of individual loan applications 
while senior lenders are expected to manage the 
collective risk of the bank’s loan portfolio. Thus 
decisions made by both auditors and lenders 
often have major implications for the firms they 
represent (Danos et al., 1989; Holt, 1984), the 
parties seeking their judgments, and, of course, 
the career success of the auditors and lenders 
themselves. Despite these apparent similarities 
between auditors and lenders, relatively little is 
known about the risk assessment behavior of 
these two groups. Both seek a financially 
successful relationship with clients but do 
auditors and lenders assess client financial risk 
similarly? Do they integrate financial informa- 
tion similarly? How important is experience in 


assessing risk within each type of work environ- 
ment? The purpose of this paper is to shed light 
on these issues by comparing how auditors and 
lenders perceive risk assessment related aspects 
of their working environments and by reporting 
the results of an experimental task that examines 
their risk assessment behavior in a comparative 
framework. 


AUDIT AND LENDER DECISION MAKING 


The most common risk assessment behavior 
shared by auditors and lenders is their estimate 
of the probability of a financially successful 
relationship with a client. In most cases this 
is tantamount to a client’s ability to be profit- 
able. Accurate forecasts of profitability deter- 
mine, at least in part, the quality of an auditor’s 
work (AICPA, SAS No. 47, 1983) while the 
financial problems currently encountered by 
many American banks underscore the need for 
more knowledgeable risk assessments (Neu 
York Times, 1991). 

Both auditing and lending decisions are based 


* We are grateful for the helpful comments of Clyde Coombs, Paul Danos, Cynthia Jeffrey, Robert Mautz and Nancy 


Pennington. 
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on how the decision makers perceive client firm 
information and then consider this evidence in 
conjunction with information regarding firms 
similar to the client firm (e.g. dimensions like 
size and sales). Client firm information is termed 
case-specific evidence while general or “popula- 
tion” data are termed base rate evidence. Bayes’ 
theorem is commonly regarded as a benchmark 
against which to compare the accuracy with 
which case-specific and base rate evidence are 
combined (Joyce & Biddle, 1981). In this 
context, Bayes’ theorem combines case-specific 
and base-rate information to predict the prob- 
ability of a firm failing to be profitable (see 
Appendix). Thus it is generally agreed that the 
more closely evidence is integrated in accord- 
ance with Bayes’ theorem, the more accurate the 
assessment of risk will be. 

Prior research suggests, however, that deci- 
sion makers do not integrate case-specific and 
base-rate information in the manner specified by 
Bayes’ theorem (Bar-Hillel, 1980; Bar-Hillel & 
Fischhoff, 1981). Early studies indicated that 
base-rate information tended to be ignored by 
decision makers when case-specific data were 
available (Hammerton, 1973; Kahneman & 
Tversky, 1973; Lyon & Slovic, 1976). More 
recent studies show, however, that base-rate 
evidence is used in formulating risk assessments 
when it appears relevant (Bar-Hillel, 1980). For 
example, base rates are used in formulating 
probabilities of success and failure when the 
case evidence is equivocal (Fischhoff & Bar- 
Hillel, 1984) or when no useful case evidence is 
provided (Bar-Hillel & Fischhoff, 1981). Finally, 
when case evidence is highly suggestive of 
an outcome, base-rate evidence is often dis- 
regarded (Bar-Hillel, 1980; Johnson, 1983). 

A great deal of the research related to 
evidence integration in accordance with Bayes’ 
theorem has been experimental in nature (i.e. 
laboratory studies ). Typically, subjects are asked 
to offer risk assessment judgments which have 
little connection with their jobs or work 
experience. In addition, base-rate evidence is 
usually supplied by the researcher and may not 
be representative of base-rate opinions held by 
subjects. Thus it is difficult to generalize from 
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prior studies to professional decision makers. 
This study seeks to bridge this gap in generaliz- 
ability by examining risk assessments by indivi- 
duals from two groups, auditors and lenders, 
who can rely on base-rate opinions evolving 
from their own experience. 

In order to discount the explanation that 
auditors or lenders are not inherently better 
decision makers, the first hypothesis focuses on 
the extent to which auditors and lenders 
conform to Bayes’ theorem in a generic evi- 
dence integration task: 


Hypothesis 1: Auditors’ integration of case-specific and 
base-rate evidence for a generic evidence integration 
task will not differ from that of bank lenders. 


Role of experience and the work environment 
in risk assessment 

While there are numerous similarities be- 
tween auditors and lenders, individual dif- 
ferences in decision-making experience and the 
differences in the two types of work environ- 
ments may lead to variation in the quality of 
risk assessments (i.e. extent of conformance 
to Bayes’ theorem). Auditors, for example, 
typically have more formal education in auditing 
and spend more time making audit decisions 
under supervision. Lenders’ training periods are 
much shorter in terms of when independent 
loan decision making is initiated. 

Risk assessment accuracy can also be affected 
by information (e.g. firm profitability after being 
turned down as an audit client or for a loan) 
decision makers receive about their previous 
assessments (Einhorn, 1980a, b). Differences in 
the availability of such feedback within auditing 
and lending work environments therefore might 
affect the quality of subsequent risk assessments. 
Auditors are expected to have more access to 
feedback information than lenders because their 
jobs typically entail evaluating a larger number 
of firms, with many assessments on a recur- 
ring basis. Moreover, this larger number of 
contacts within the business community may 
also facilitate acquisition of information related 
to rejected audit clients. As experience accrues 
then, the informational advantages afforded to 


RISK ASSESSMENT JUDGMENTS 


auditors should result in more accurate risk 
assessments by auditors but not necessarily by 
lenders. Accordingly, the second hypothesis is 
offered: 


Hypothesis 2: Auditors’ risk assessments will more 
closely approximate the integration of case-specific and 
base-rate evidence prescribed by Bayes’ theorem as their 
experience in the work environment increases, while 
lenders’ risk assessments will not become more Bayesian. 


It is also possible that other differences in the 
two types of work environments (e.g. the extent 
to which the work environment provides 
incentives for new client acquisition versus 
accurate forecasts of profitability) may affect 
decision quality. While the recruitment of 
potential clients is important in both work 
environments, the penalties for recruiting an 
unprofitable client may not be the same. For 
auditors, an occasional unsatisfactory client 
does not jeopardize the auditor’s career so long 
as a majority of clients are successful. Such a 
tolerance for error encourages auditors to 
consider a wider array of potential clients and 
should encourage less conservative and more 
Bayesian risk assessments. For lenders, the 
penalties for recruiting an unprofitable client are 
more severe. Even a few bad loan decisions can 
derail a lender’s career advancement. This 
suggests that lenders will seriously consider 
fewer prospective clients and become more 
conservative in their assessments as the per- 
ceived riskiness of the potential client increases. 
Taken together, these observations culminate in 
the third hypothesis: 


Hypothesis 3: Auditors’ risk assessments will more 
closely approximate Bayesian evidence integration 
irrespective of the risk level of the client considered; 
lenders’ risk assessments will exceed those prescribed by 
Bayes’ theorem (i.e. become more conservative) in 
proportion to the perceived financial riskiness of the 
client. 


Because research related to decision making 
among these two groups is limited, some 
information regarding how auditors and lenders 
perceive their work environments was collected 
prior to execution of the experimental task. Ina 
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sense, these data serve as “manipulation checks” 
for some of the rationale used to develop the 
hypotheses. 


METHOD 


Subjects 

The data were collected via an on-site 
experiment conducted by the first author using 
79 auditors working in three “Big 6” firms and 
85 lenders working in three large banks, all 
within the midwestern United States. Respon- 
dents completed a questionnaire individually in 
groups ranging in size from two to 34. The 
auditing group consisted of 35 senior account- 
ants (2—6 years’ experience), 28 audit managers 
(6—26 years’ experience) and 16 audit partners 
(8-32 years’ experience). The lender group was 
composed of 48 credit analysts (less than 6 
months’—6 years’ experience) and 37 lending 
officers (2—15 years’ experience). 


Measures 

In operationalizing various constructs, the 
phrasing of some items was altered to be 
consistent with accounting and bank lending 
standards and terminology. Definitions of key 
terms were provided to respondents. For 
example, an “unsatisfactory” audit client was 
defined as one that did not meet firm profitability 
standards (ie. a client for whom audit work 
performed over the initial five years fails to 
generate sufficient revenue to break even, plus 
provide a minimum acceptable profit margin). 
For lenders, an “unsatisfactory” client was one 
who did not meet bank profitability standards 
(i.e. incurs a repayment shortfall or the inability 
to meet the payment schedule without debt 
restructuring). Substitute wording for lenders is 
noted in parentheses when such modifications 
were used. 

Perceptions of the work environment. In 
order to evaluate the extent to which auditors’ 
and lenders’ work environments differ with 
respect to feedback information and reward 
structure, respondents were asked some 
perceptual questions. Feedback information 
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TABLE 1. Diagram of experimental design 
Experience level Environment 
Case Experience in the Bank-lending 
environment (years client Audit client 
and/or rank) acquisition acquisition 





In environment, but not 
yet doing task 


Financially strong 
prospective client 


Novices 


Mid-range of 
experience 


High experience level 


Financially weak 
prospective client 


In environment, but not 
yet doing task 


Novices 


Mid-range of 
experience 


High experience level 


` 


availability was evaluated by asking respondents 
what percentage of the time they obtained 
information about prospective clients not pur- 
sued or that did not accept their firm’s audit 
proposal (companies that were not granted 
loans by your bank) that were or became 
unsatisfactory (failed financially). A similarly 
worded question asked about information avail- 
ability for potential client firms rejected which 
later turned out to be successful. 

Reward structures for the two environments 
were compared by asking respondents five 
questions regarding the importance of recruit- 
ing and recommending successful and unsuc- 
cessful clients for career advancement. Using a 
1 (most detrimental to advancement) to 13 
(very important for advancement) response 
framework, with a midpoint of 7 (indicating 
neither important nor detrimental), respon- 
dents rated the importance of (a) recruiting 


Banker Group 1 
(0-6 months: credit 
analysts) 

Banker Group 2 


(7 months—1.4 years: 


credit analysts) 
Banker Group 3 
(1.5 —3 years: 
mostly new loan 
officers) 

Banker Group 4 
(4-15 years; loan 
officers) 


Banker Group 1 
(0-6 months: credit 
analysts) 

Banker Group 2 


(7 months—1.4 years: 


credit analysts) 
Banker Group 3 
(1.5-3 years: mostly 
new loan officers) 
Banker Group 4 
(4-15 years: loan 
officers) 


Auditor Group 1 
(2-4 years: seniors) 


Auditor Group 2 

(5—6 years: seniors 
and five managers) 
Auditor Group 3 
(7-10 years: managers 
and two partners) 


Auditor Group 4 
(11-32 years: partners 
and three managers) 


Auditor Group 1 
(2-4 years: seniors) 


Auditor Group 2 

(5-6 years: seniors and 
five managers) 

Auditor Group 3 
(7-10 years: managers 
and two partners) 
Auditor Group 4 
(11-32 years: partners 
and three managers) 


satisfactory (no repayment shortfall) clients, (b) 
recruiting unsatisfactory (repayment shortfall) 
clients, (c) mot recruiting satisfactory (no 
repayment shortfall) clients, (d) not recruiting 
unsatisfactory (repayment shortfall) clients, and 
(e) avoiding responsibility for unsatisfactory 
(repayment shortfall) clients. 

Experience. Time spent working in the 
professional environment was used to opera- 
tionalize experience. The experience levels for 
the auditor and lenders were determined after 
discussion with six audit partners and managers 
and four bank lending officers from the partici- 
pating organizations. Four levels of experience 
lie. (1) in environment, but not yet doing tasks, 
(2) novices, (3) mid-range experience, and (4) 
high experience level] were developed with 
different time frames used in each work 
environment (see Table 1). 

Auditors are expected to spend about the first 
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four years developing and demonstrating audit- 
ing skills, technical expertise, and the ability to 
work well with others. However, evaluating and 
recruiting clients becomes important during the 
fifth and sixth year when promotion to manager 
is typically considered. During the years six 
through ten, the auditor’s ability to evaluate and 
recruit clients is monitored closely and regarded 
as a necessary condition for partnership. After 
ten years, auditors are expected to have 
developed substantial skill in evaluating and 
recruiting potential clients. In contrast, bank 
lenders are expected to recruit clients much 
more quickly and typically spend only about six 
months in the banking environment prior to 
actually evaluating clients. By one and a half 
years, they are expected to be reasonably 
proficient and by three years, the lender is 
expected to demonstrate skill as an evaluator 
and recruiter of clients.. After four years, the 
lender is considered to be well on the way to 
becoming a seasoned loan officer. 

Generic evidence integration. The well- 
known Kahneman and Tversky (1972) taxicab 
problem was chosen for the generic evidence 
integration problem, since the auditing and bank 
lending environments would not be expected to 
affect differential learning for this problem. In 
essence, this task asks subjects to estimate the 
probability of a taxicab’s involvement in an 
accident when base-rate information related to 
the probability of the cab being correctly 
identified is available. 

Experimental task. Subjects were asked to 
evaluate two hypothetical cases of prospective 
clients and estimate a posterior probability that 
the prospective client described in each case 
would later become unsatisfactory (audit con- 
text) or incur a repayment shortfall (lending 
context). The order of cases was randomized 
across subjects with each case containing the 
same financial and background information. The 
two cases described medium-sized manufactur- 
ing companies with sufficient bank debt to make 
an annual audit requirement realistic. 

The bank lending cases were developed by 
Danos et al (1989) and were revised with 
the assistance of several high-ranking lending 
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officers located in two large midwestern banks. 
The audit cases were developed with the help of 
two partners of two different “Big 6” firms and 
further refined by two “Big 6” managers and an 
additional partner. The size and loan structure of 
the companies in each case were tailored with 
the help of these professionals to be representa- 
tive of acommon population of companies with 
a known base rate recognizable to both auditors 
and lenders. The strong case was designed to 
have a “failure” probability of between 15 and 
25% while the weak case was designed to have a 
35 to 50% chance of “failure”. Manipulation 
check items confirmed that these goals for the 
cases were met (i.e. see “case”, Table 4, F = 
126.33, p = 0.001 and Table 6, F = 503.69, p = 
0.001). A significant case X environment effect 
was also unexpectedly observed, however 
(Table 4, F, = 5.99; p = 0.02; Table 6, F, = 25.27, 
p = 0.001). Further analysis indicated that the 
significant interaction was driven by the lowest 
experience level and that when this level is 
eliminated from the computed posterior prob- 
abilities analysis of variance (ANOVA), the cases 
were still perceived to be significantly different 
(p S 0.001) and the case X environment 
interaction was no longer significant (p S 0.13). 
The interaction remained statistically significant 
in the elicited posterior probabilities ANOVA. In 
view of these findings, all hypothesis testing 
ANOVAs are reported with and without subjects 
from the lowest experience grouping. 
Bayesian estimates require base-rate assess- 
ments as well as estimates regarding the 
likelihood that a case is representative, when the 
hypothesis of interest is true or false (see 
Appendix). Base-rate information was ascer- 
tained by asking subjects to estimate the 
probability that any company representative of 
the population under consideration would be 
unsatisfactory or experience a repayment short- 
fall. Likelihoods were estimated by asking 
subjects to estimate two probabilities for each 
case, the probability that the depicted firm 
belonged to the “failing” population of similar 
firms and the probability that it belonged to the 
“successful” population of similar firms. These 
probability assessments were then combined 
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according to Bayes’ theorem and termed com- 
puted posterior probabilities. The extent to 
which subjects become more Bayesian in their 
assessments was calculated by the difference 
between their computed and directly elicited 
posterior probabilities. 


Research design 

This research is divided into three compo- 
nents, the results of the survey questions related 
to perceptions of the work environment, the 
results of the generic evidence integration 
problem, and the experimental task findings. 
The survey and generic problem results were 
analyzed using two-way ANOVAs showing the 
effects of the two types of work environment 
(auditor, lender) and four levels of experience 
on perceptual questions or case probability 
judgments. The reward structure questions 
were also analyzed as a within-subjects variable. 
In the experimental task, the design was 
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expanded to include a third independent 
variable, type of case (i.e. the financially strong 
prospective client case and the financially weak 
prospective client case). Since all subjects 
evaluated both cases, case is a within-subjects 
variable. 


RESULTS 


Perceptions of the work environment 

The extent to which auditors and lenders 
received information about non-engaged clients 
differed, depending on whether or not the client 
was subsequently profitable. For financially 
profitable non-engaged clients, there was no 
difference between the auditors and the lenders. 
However, auditors reported getting information 
about a higher percentage of unprofitable, non- 
engaged clients than did the lenders (p = 0.02). 
Experience was unrelated to estimates of 


TABLE 2. Incentives for career success 


Mean incentives (rounded to nearest whole number) 


Recruiting Recruiting Not recruiting Not recruiting 
Experience satisfactory unsatisfactory satisfactory unsatisfactory Avoiding 
level clients clients clients clients responsibility 
Bank lending environment 
Level 1 11 4 5 8 4 
Level 2 10 4 7 8 6 
Level 3 11 3 6 8 4 
Level 4 10 4 6 8 5 
Auditing environment 
Level 1 12 6 4 6 7 
Level 2 12 8 4 6 6 
Level 3 12 6 4 6 7 
Level 4 12 7 5 6 6 
Supporting analysis of variance 
Source F-Statistic Significance 
Between subjects: 
Environment 6.07 0.01 
Experience 1.19 0.31 
Environment X experience 0.80 0.50 
Within subjects: 
Question 168.43 0.00 
Question X environment 34.30 0.00 
Question X experience 0.96 0.49 
Question X environment experience 1.17 0.30 
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TABLE 3. Mean probabilities in response to generic (taxicab) evidence integration problem and supporting analysis of 
variance wie HA 


Mean probabilities 

Experience level Bank-lending 
Level 1 0.66 
Level 2 0.67 
Level 3 0.67 
Level 4 0.66 


Supporting analysis of variance 


Source Degrees of freedom 
Environment 1 
Experience 3 
Environment X experience 3 
Error 153 
Total 160 


Environment 

Audit 

0.61 

0.74 

0.72 

0.76 

Significance 
This analysis First level omitted 

0.26 0.06 
0.37 0.94 
0.49 0.83 





information availability. It thus appears that 
auditors have some advantage over lenders with 
respect to information availability which may 
affect subsequent risk assessments. 

Data associated with differences in the per- 
ceived reward structure are presented in Table 
2. The ANOVA results indicate that the work 
environment had a statistically significant (F = 
6.07, p 5 0.01) impact on perceptions of the 
reward structure. More specifically, auditors and 
lenders differed in their interpretation of how 
important the recruitment of satisfactory and 
unsatisfactory clients is to career advancement. 
As shown in Table 2, recruiting satisfactory 
clients was most important in the audit environ- 
ment (M, = 12) but also important in the 
lending environment (M, = 10 and 11). 
However, helping to recruit unsuccessful clients 
was perceived to be very detrimental to the 
lender’s career (M, = 3 and 4), and less so to an 
auditor’s (M, = 6 to 8). Correspondingly, failing 
to help recruit satisfactory clients was perceived 
to be more detrimental to auditors (M, = 4to 5) 
than to lenders (M, = 5 to 7). Showing good 
judgment in not recruiting unsatisfactory clients 
was also more important for lenders (M, = 8) 
than for auditors (M, = 6). Finally, avoiding 


responsibility for unsatisfactory clients was 
more detrimental to lenders (M; = 4 to 6) than 
to auditors (M, = 6 to 7). 

Each of these findings supports the notion that 
an auditor must recruit to succeed, and that 
errors are not penalized heavily so long as 
profitable clients are recruited frequently. A 
lender, on the other hand, finds that his or her 
career will not be enhanced as much as an 
auditor’s by recruiting profitable clients, and will 
be damaged considerably by helping to recruit 
unprofitable clients. ` 


Generic evidence integration findings 

In the generic evidence integration problem 
(i.e. the Kahneman and Tversky taxicab prob- 
lem) there were no significant differences 
between the auditors and lenders at any level 
of experience. These findings, shown in Table 
3, indicate that neither environment nor ex- 
perience affected the subjects’ probability esti- 
mates. Moreover, when these findings were 
replicated with the first experience level 
omitted, the F-value for the environment 
approached but did not reach statistical signifi- 
cance (p = 0.06). The first hypothesis was 
therefore supported. 
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TABLE 4. Mean computed posterior probabilities and supporting analysis of variance 


Mean computed posterior probabilities 








Environment 
Case Experience level Bank-lending Audit 
Level 1 0.10 0.23 
Financially strong Level 2 0.14 0.14 
prospective client Level 3 0.12 0.20 
Level 4 0.12 0.16 
-Level 1 0.29 0.29 
Financially weak Level 2 0.27 0.29 
prospective client Level 3 0.33 0.33 
Level 4 0.34 0.30 
Supporting analysis of variance 
Significance 
Source F-Statistic 
This analysis First level omitted 
Between subjects: ` 
Environment 1.27 0.26 0.57 
Experience 0.22 0.88 0.70 
Environment X experience 0.34 0.80 0.84 
Within subjects: 
Case 126.33 0.00 0.00 
Case X environment 5.99 0.02 0.13 
Case X experience 0.86 0.46 0.52 
Case X environment X 
experience 1.16 0.33 0.34 
Experimental findings failure) as financial riskiness of the client 


Prior to testing the hypotheses that propose 
that differences in the auditing and lending 
environments are associated with differences in 
evidence integration, the cases should be tested 
to determine that they are perceived similarly by 
the auditors and lenders. The computed pos- 
terior probabilities (i.e. those calculated using 
Bayes’ theorem) analysis, reported in Table 4, 
shows that there were no statistically significant 
differences between the computed responses 
for auditors and lenders (F = 1.27, p = 0.26). In 
other words, auditors and lenders demonstrated 
similar base-rate and likelihood estimates. 

The second hypothesis proposed that auditors 
would become more Bayesian with experience 
while lenders would not. The third hypothesis 
further contended that auditors would be more 
Bayesian than lenders irrespective of the client 
risk level and that lenders would be more 
conservative (estimate higher probabilities of 


increased. The ANOVA data in Table 5 reporting 
the mean differences between the subjects 
elicited and computed posterior probabilities 
support both of these hypotheses. The mean 
differences show that the auditors’ elicited 
posterior probabilities (reported in Table 6) 
were more Bayesian than lenders (i.e. environ- 
ment main effect, F-value = 44.70, p = 0.001). 
Moreover, auditors were nearly Bayesian as their 
experience increased whereas lenders became 
less Bayesian with experience (i.e. environment 
x experience interaction effect, F = 4.01; p S 
0.01). 

The financial strength of the client case had 
little effect on the auditors’ use of Bayesian 
evidence integration while the lenders deviated 
from Bayes’ theorem considerably in evaluating 
the financially weak prospective client (i.e. case. 
x environment interaction effect, F = 5.62, p S 
0.02). The much higher elicited posterior 
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TABLE 5. Mean differences between computed and directly elicited posterior probabilities and supporting analysis of variance 


Mean difference g 
LTT l a 8 E a 





‘ Environment 
Case Experience level Bank-lending Audit 
Level 1 0.12 —0.03 
Financially strong Level 2 0.04 0.03 
prospective client Level 3 0.13 . —0.06 
Level 4 0.13 —0.04 
Level 1 . 0.27 ~ 0.21 
Financially weak Level 2 0.29 0.17 
prospective client Level 3 0.35 0.03 


NO 
Supporting analysis of variance À 


Level 4 0.41 0.06 








Significance 
Source F-Statistic 
This analysis First level omitted 
Between subjects: 
Environment 44.70 0.00 0.00 
Experience 0.27 0.85 0.75 
Environment X experience 4.01 i 0.01 0.01 
Error ( z 
Within subjects: te 
Case 104.52 ` 0.00 0.00 
Case X environment 5.62 0.02 0.00 
Case X experience 0.31 0.82 , 0.73 
Case X environment X ae : 
experience 2.78 KA 0.04 0.69 





TABLE 6. Mean directly elicited posterior probabilities and supporting analysis of variance 


Mean posterior probabilities : 


Environment 
Case Experience level Bank-lending Audit 
Level 1 0.23 OA 0.20 
Financially strong Level 2 0.18 N 0.18 
prospective client Level 3 0.25 Ye 0.14 
Level 4 0.25 (> 0.13 
Level 1 0.56 ~~ 0.51 
Financially weak Level 2 0.57 ra 0.47 
prospective client Level 3 0.68 ‘ 0.36 
Level 4 0.76 Pe 0.36 





Supporting analysis of variance 
Significance t 





Source F-Statistic 
This analysis First level-omitted 
Between subjects: : 
Environment 36.21 0.00 0.00 no o 
Experience 0.30 0.83 0.76 be 
Environment X experience 5.69 0.00 0.01 
Error 
Within subjects: 
Case 503.69 0.00 0.00 
Case X environment 25.27 0.00 0.00 
Case X experience 0.64 0.59 0.46 


Case X environment xX 
experience 3.31 0.02 0.08 
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probabilities of failure among -lénders for the 
financially weak prospective client reported in 
Table 6, ranging from 0.56 to 0.76, are also 
instructive. Finally, a marginally significant (p S 
0.04) three-way interaction effect involving case 
X environment X experience was observed in 
both within-subjects analyses but not sustained, 
as the other findings were, when the first level of 
experience was omitted. 

A rather surprising finding was the extent 
to which auditors demonstrated, Bayesian evi- 
dence integration in their elicited posterior 
probabilities (see Table 5). In the case of the 
financially strong prospective client, auditors 
were exceptionally Bayesian with probabilities 
deviating only —0.06 to 0.03 fromthe elicited 
judgments. For the financially weak prospective 
client, probabilities were. slightly larger in 
magnitude (0.03 to 0.21) but did improye with 
experience. 


->n 


DISCUSSION Ng 

~) 
Underlying this study is the assumption that 
profit maximization is a goal of audit firms and 
banks and that this goal should.be pursued by 
auditors and lenders within these firms. Maxim- 
ization of profit implies maximization of ex- 
pected value and the appropriateness of Bayes’ 
theorem asa benchmark forevaluating evidence 
integration. The results of this study suggest that 
while auditors and lenders do make similar 
Bayesian judgments Of risk when assigned a 
generic task, the two groups differ in the extent 
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to which they deviate from Bayes’ theorem in 
making work-related assessments of risk (i.e. 
lenders exhibited higher estimates of failure 
when evaluating financially weak prospective 
clients). Most noteworthy was that auditors 
demonstrated exceptionally strong conform- 
ance to Bayes’ theorem. These findings imply 
that the work environment of auditors provides 
more incentives to render Bayesian judgments, 
at least in this risk context, than the lending 
environment. Stated differently, environmental 
incentives may induce a lender to make Bayesian 
probability judgments but not to report delib- 
erately biased probabilities. The work environ- 
ment findings, in turn, suggested that the harsher 
penalties for accepting unprofitable clients and 
milder penalties for failure to accept profitable 
clients compared to the audit environment, 
support this interpretation. Future research 
should be undertaken to verify this interpreta- 
tion along with consideration of other factors 
(e.g. controlling for loss functions) which 
encourage risk assessors to deviate from 
Bayesian principles. 

There are a number of limitations to this study 
beginning with the need to be cautious in 
viewing cross-sectional data as causal in nature. 
Many of the measures, as well as the experi- 
mental cases, used in this investigation are 
original and warrant further validation. Still, it is 
hoped that these shortcomings are outweighed 
by the strengths of the study, to include the use 
of actual risk assessors performing a vocationally 
appropriate decision-making task using subject- 
generated base rates. 


BIBLIOGRAPHY 


:7 
“we 


W 


Qe 1983). 


American Institute of Certified Public Accountants, Statement on Auditing Standards 47 (New York, 


Bar-Hillel, M., Representativeness and Fallacies of Probability Judgment, Acta Psychologica (May 1980) pp. 


211-233. 


Bar-Hillel, M. & Fischhoff, B., When Do Base Rates Affect Prediction? Journal of Personality and Social 


Psychology (October 1981) pp. 671—1511. 


Danos, P., Holt, D. & Imhoff, E., The Use of Accounting Information in Bank Lending Decisions, Accounting, 


Organizations and Society (1989) pp. 235—246. 


Einhorn, H., Learning from Experience and Suboptimal Rules in Decision Making, in Wallsten, T. S. (ed.), 
Cognition Processes in Choice and Decision Bebavior (Hillsdale, NJ: Erlbaum, 1980a). 


RISK ASSESSMENT JUDGMENTS- ` 559 


(a 

Einhorn, H., Overconfidence in Judgment, in Shweder, R. & Fiske, D. (eds), New Directions for 
Methodology of Social and Behavioral Science (1980b). 

Fischhoff, B. & Bar-Hillel, M., Diagnosticity and the Base-Rate Effect, ane and Cognition (12 July 1984) 
pp. 402-410. 

Hammerton, M., A Case of Radical Probability Estimation journal ofExperimental Psychology (December 
1973) pp. 252-254. He 

Holt, D., Evidence Integration in the Formation of Risk Assessments by A Auditors and Bank- ending officers, 
“Dissertation, University of Michigan (1984). 

Johnson, B., Representativeness in Judgmental Predictions of Corporate Bankruptcy, The Accounting 
Review (January 1983) pp. 78-97. 

Joyce, E. & Biddle, G., Are Auditors’ Judgments Sufficiently Regressive Journal of Accounting Research 
(Autumn 1981) pp. 323-349. 

Kahneman, D. & Tversky, A., On Prediction and Judgment, Oregon Research Institute Bulletin (1972). 

Kahneman, D. & Tversky, A., On the Psychology of Prediction, Poychologiċal Review (July 1973) 
pp. 237-251. 

Lyon, D. & Slovic, P., Dominance of Accuracy Information and Neglect of Base Rates in Probability 
Estimation, Acta Psychologica (August 1976) pp. 287—298. 

New York Times, Rethinking Obligations of Auditors (29 July 1991). - 


i 


APPENDIX: BAYES THEOREM 


Bayes’ Theorem — regular form 


p (P/D)** - p(D)* 


D/Py**** = OOO 
a p(P/D)** - p(D)* + p(P/D)*** p (D) 
(posterior £ 7 
probability) Qe. 
Symbols as used in this study y TR 
p = Probability 2 
D = Unsatisfactory client (repayment shortfall) population C 
P = Specific case evidence S- $ 
7 = Complement ` \ 
z Base rate $ 


** Likelihood of case-specific evidence given that the case is part of the iifisatisfactory (repayment 
shortfall) population 

*** Likelihood of case-specific evidence given that the case is not part of the unsatisfactory (repayment 
shortfall) population. a 

**** Probability that the case is in the unsatisfactory (repayment shortfall) population, 
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Abstract f 
This paper examines the processes by which a form of responsibility accounting system emerges in an 
organizational context. The paper utilizes recent approaches to the understanding of how science and 
technology is created (Latour, Science in Action, Harvard University Press, 1987) to investigate the processes 
by which a management budgeting initiative in the U.K. hospital system takes hold (or not) in specific 
hospitals. The approach is critical of the notion that accountifig systems are well-defined technologies which 
are designed and then implemented (or face resistance). Instead, the study shows that management” 
budgeting is fabricated, put together in a changing and fragile manner. Emerging accounting systems are not 
fixed technologies with well-defined purposes which reflect: patterns of responsibility but changing 
constructions, Management budgeting systems are initiated with loose characteristics, purposes and uses. In 
the process of their design and implementation, new possibilities -for~décision making and definitions of 
responsibility emerge. Through this study of accounting in action, the paper explores the processes by which 
accounting and budgeting systems bring economic logic into hospital management. It is also relevant to 


debates about the role of budgeting and accounting in health care organizations in many countries, 


Little is known about how accounting systems 
are created and developed. We seek to contri- 
bute to an understanding of how accounting 
and budget systems are produced through the 
study of emergent systems; our method is to 
examine how accounting and budgeting are 
defined, talked about, modified, redefined, 
developed and implemented in an organiza- 
tional context. Most studies of accounting in 


action have concentratéd on systems which ari 
already in existence and have examined thi 
effects of their operation: (Wildavsky, 1974 
Hofstede, 1968; Hopwood, ‘1973; Berry et al. 
1985; Covaleski & Dirsmith, ‘1988; Bruns & 
Kaplan, 1987). They tend to concentrate o1 
extant patterns of responsibility and account 
ability and/or established procedures for settin; 
budgets, allocating resources and evaluatin; 
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David Young for helpful comments on earlier drafts of this paper. Chris Smith assisted in some of the early fieldwork o! 
which this paper is based. The Leverhulme Trust and the Economic and Social Research Council’s Programme o 
Information and Communication Technologies have provided funds to support David Cooper and Rod Coombs. Davi 
Cooper also gratefully acknowledges the assistance of the Management Accounting Development fund of the Departmer 


of Accounting at the University of Alberta. 
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a 
performance. The processes involved in con- 
structing and reconstructing budgeting and 
accounting procedures and systems are rarely 
made explicit. This paper will show that 
hospitals in the British National Health Service 
have had, until the events analysed in this study, 
little investment in systems of accounting and 
financial calculations designed to facilitate 
internal management. The attempted. introduc- 
tion of such systems offers an excellent oppor- 
tunity to study the manner by which accounting 
and budgeting systems are put together, con- 
structed or fabricated. 

Historical studies of the development of 
accounting systems can provide considerable 
insight into the emergence of accounting 
systems. For example, Chandler & Daems 
(1979), Kaplan (1984) and Johnson & Kaplan 
(1987) offer analyses of the development of 
accounting techniques (such as return on 
investment and standard costing) as responses 
to market and technological determinants. In 
contrast, Neimark & Tinker (1986) and Hopper 
et al. (1986) examine changes in the use “of 
specific management control techniquės : as a 
response to contradictions in--mechanisms 
of control of the labour process~associated 
with changing social and economic cofiditions, 
These studies, despite their varying theoretical 
approaches, view accounting changes as arising 
from economic imperatives; the search for 
profit or the appropriation of economic sur- 
plus. Specific cases aie analysed in terms of 
the general forces which are said to shape 
accounting practices in organizations. 

An important_conclusion that can be drawn 

2 
from such studies is that there are a variety of 
conditions which can give rise to the develop- 
ment and elaboration of accounting in organiza- 
tions. Changing competitive pressures, emerging 
’ bodies of ideas, technological developments, 
and changing patterns of institutional forces can 
all impinge on the development of accounting. 
Accounting itself can help render such condi- 
tions both more prominent and influence how 
they are seen (Burchell et al., 1985). The emer- 
gence of systems of accounting and budgeting 
within hospitals is likewise conditioned by 
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changing attitudes to the public provision of 
health care, changing perceptions of the cost- 
liness of health care, technological possibilities, 
and emerging ideas about appropriate ways to 
manage hospitals. These pre-conditions provide 
an opportunity for the development of particular 
accounting and budgeting possibilities, and this 
paper addresses the emergence of specific 
systems out of these possibilities. We examine 
how these accounting possibilities take specific 
forms and trace the path either to their 
acceptance as unproblematic and uncontested 
technologies of management or to their rejec- 
tion as unacceptable, undesirable or infeasible 
proposals. 

Our analysis and study thus bears consider- 
able similarity with Hopwood’s analysis of the 
process of accounting change: 


Rather than either assuming what accounting must be or 
deriving any retrospective view of the necessity of what 
happened, the cases [analysed] demonstrate the need 
for an appreciation of change to be based on a 
more detailed awareness of the means through which 
accounting comes to be embedded within an organiza- 
tion and the processes which provide a basis for 
accounting solutions to be related to other organiza- 
tional problems and phenomena (1987, p. 227). 


Hopwood emphasises the constitutive roles 
of accounting, “the particular visibilities created 
by accounting systems and the means by which 
they, in turn, shifted perceptions of organiza- 
tional functioning, mediated the recognition of 
problems and the options available for their 
resolution, and infused the patterns of language, 
meaning and significance within the organiza- 
tion (Hopwood, 1987, p. 228). Our study 
places less emphasis on the constitutive roles 
of accounting, concentrating instead on the 
processes by which people attempt to enmesh 
accounting innovations within the functioning 
of organizations and the processes by which 
new patterns of language, meaning and sig- 
nificance emerge through the fabrication of 
accounting and budgeting systems. 

The study of the process of fabricating 
budgets focuses on the creation of particular 
technologies of accounting, the manner in 
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which actual accounting and budgeting systems 
are designed to be operated in the organization, 
the way in which they intersect with modes of 
management and the manner of their connec- 
tion to the functioning of the enterprise. In 
consequence, our focus is not only on the 
production of specific accounting and budgeting 
packages (including changing conceptions of 
both the nature and purposes of the budgets) 
but also on changing ideas about how the 
technology is to be used and the procedures 
and calculations that are made possible by the 
technology. Indeed, by examining the creation 
of techniques and technologies of accounting, 
our analysis is complementary to those of Miller 
& O'Leary (1987) and Lehman & Tinker 
(1987) who, in their very different ways, 
concentrate on the programmatic discourses 
within the society as a whole. They examine 
general discourses and hegemonic structures 
surrounding, for example, efficiency move- 
ments, concerns with governing society and 
shifts to authoritarian management. Yet they 
show how these programmes interconnect 
with accounting technologies and how a general 
discourse “only fulfils its vocation when it has 
as its counterpart an adequate technology” 
(Miller & O'Leary, 1987, p. 240). Our focus 
is on the struggle to fabricate an adequate 
budgeting technology. 

How is the examination of budgeting as a 
technology to be made sense of? There is a 
wide range of studies of technology and 
its relationship to society. Our concern is 
to examine how technologies are fabricated, 
and there is an emerging body of literature 
that focuses precisely on the creation of 
scientific facts and accepted technologies. Such 
social studies of science and technology (e.g. 
MacKenzie & Wajcman, 1985; Bijker et al, 
1987) offer detailed examinations of what 
technologists and scientists do, and how they 
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interact with each other and others to produce 
what will be accepted as' a technology. This 
orientation represents a shift away from a focus 
on inventors and great technologists per se, as 
well as a move from a search for the economic 
and social determinants of technologies. This 
change of focus is not a rejection of the more 
traditional studies of technology and society 
but rather reflects a different level of analysis. 
There are parallels here with our earlier 
discussion of the relationship between pro- 
grammatic discourses and specific accounting 
technologies; there are clearly important con- 
nections between the two levels of what 
technologists do and the economic and social 
conditions that provide space for such techno- 
logical work.! However, the connection between 
the two levels may be quite loose and requires 
careful examination rather than the assertion of 
its existence. 

Bruno Latour has provided a detailed and 
illuminating analysis of the production of 
sciefice and technology (1987). Like many 
other recent social studies of technologies, he is 
relatively unconcerned about what the term 
“technology” includes. Technology can be an 
artifact (a.budget document), the processes or 
uses of ‘the technology (e.g. producing and 
making use of a-budget) and the knowledge of 
people in designing or operating the technology 
(e.g. the “know how” that specifies the relation- 
ship between predicted costs and specific 
activities ). 

Latour suggests that in order to better 
understand the nature ofa technology we 
should examine the processes. involved in its 
fabrication. In this respect scientific facts and 
technical artifacts, for example machines, are 
not viewed as being part of a "pre-existing 
natural order, simply waiting to be discovered 
by people in academia and in the commercial 
world. Rather, they are the result of an 


1 As indicated in Simons (1989), there are also similarities between the social studies of technology and those working in 
the tradition of the “rhetoric of inquiry” (e.g. McCloskey, 1985) in that both are interested in how arguments are made 
persuasive. Within this tradition, rhetoric is not seen as a falsehood or obfuscation, but a way of convincing people of truth 
or falsehood. In this paper, however, we use rhetoric in a negative sense. We follow Latour who uses the term as a means of 


convincing people. 


564 


»> 

elaborate process of fabrication. Latour (1987) 
argues that we should study science “in action” 
and not ready-made science. To achieve this, 
we should arrive before scientific statements 
become constituted as facts and the inner 
workings of technologies become _taken-for- 
granted artifacts. We should arrive before the 
controversies involved in the fabrication of 
facts or artifacts are resolved; before the 
complexity of their inner workings are closed, 
and before the commercial and academic 
networks, which support and hold them in 
place, have ceased to be subject to critical 
examination. i 

To understand the production of budgeting 
technologies we try to do as Latour (1987) 
suggests, and arrive before the technology is 
fixed, known and unproblematic. It is in this 
spirit that we examine the introduction of a 
new budgeting system in the British National 
Health Service (NHS), whose stated purpose 
was to provide clinicians and managers with 
enhanced information on workloads and Costs. 
Our approach is to study what is known’ as 
the management budgeting initiative before it 
becomes an established practice’ inthe NHS. 
We arrive before the controversies s_involved 
in its fabrication are closed, before-the com- 
plexities of its inner workings are taken-for- 
granted and before the patterns of organizational 
power and influénce, instrumental in the forma- 
tion of management budgeting, are forgotten or 
rationalized.” 2 

Our outline of the production of manage- 
ment budgeting covers a fairly distinct episode, 
and is for the most part restricted to debates, 
statements aná specific initiatives within the 
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NHS. The analysis begins with the publication 
of the Griffiths Report in 1983 which proposed 
the initiative, and ends with the publication of a 
Department of Health and Social Security 
(DHSS) Health Notice in November 1986 
(DHSS HN(86) 34). In that Notice the manage- 
ment budgeting initiative was officially described 
as a failure and a new initiative was proposed. 
Focusing on this period allows us to consider 
processes as they were taking place, in real time 
as it were. These processes include many that 
Latour considers to be significant in under- 
standing the construction of technologies. During 
the period 1983—1986, controversies were still 
active, supporters of the initiative were attemp- 
ting to convince sceptics and out manoeuvre 
dissenters, and the inner workings of the 
proposed system were open to scrutiny. Debates 
and evolving practices revealed many unantici- 
pated complexities and unresolved and worrying 
problems. Our study of the management bud- 
geting initiative allows an examination of 
processes of creating and producing budget 
systems in a context where the participants 
have acknowledged difficulties and failures. 
However, the participants recognize (certainly 
ex post and, as we show, probably even from 
the early stages) that it is part of a larger 
development and has a continuing momentum 
which is heavily supported by senior manage- 
ment in the state and the NHS. Thus, as we 
show later in this paper, labelling the initiative 
as a failure is itself problematic and can be 
regarded as part of the process of refabricating 
the budgeting system. 

In terms of scope, the paper attempts to 
look at specific linkages between government 


2 Our analysis of the emergence and fabrication of budgeting systems in NHS hospitals is thus quite different from the more 
general examinations of the recommendations of the Griffiths Report, particularly those concerning general management 
and-management budgeting (Bourn & Ezzamel, 1986a, b; Pollitt et al., 1988). Closest to our work are the studies of 
Ashmore et al. (1989) and Pinch et al. (1989) on the application of health economics in the management of health. Their 
studies adopt a sociological approach to the study of science and technology and explore the way health economists use 
the rhetoric of science and experimentation to persuade others about their approaches. These studies, also like our own, 
point to weak and strong forms of appeals to the language of science and they also emphasize the differing meanings that 
actors place on technologies such as management and clinical budgeting. Our detailed description, however, incorporates 
observation of the processes of fabrication as well as examination of official documents and interviews with prominent 
proponents or evaluators of the developing systems. This allows us to consider particular forms of budgeting systems that 
emerge in operation. 
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statements and the introduction of an account- 
ing technology within a particular organiza- 
tional setting namely the “Osgood District”. 
The statements examined are largely restricted 
to debates within or upon the NHS and are 
primarily derived from interviews and observa- 
tions from the Osgood District and from a 
number of national documents (see Table 1). 


TABLE 1. A chronology of documents associated with the 
management budgeting initiative 





Year Document 

1979 Royal Commission on the NHS 

1983 (Oct) Griffiths Report on NHS Management 

1984 (June) DHSS Response to Griffiths Report: 
HC 84(13) 

1985 (Jan) DHSS Interim Report on Management 
Budgeting: HN 85(3) 

1986 (Nov) DHSS Report on Management Budgets and 
proposals for Resource Management: 
HN 86(3) 

1989 (Jan) Department of Health proposals for extending 


Resource Management: “Working for 
Patients”; CM555 


Finally, to facilitate an understanding of 
how actors in the NHS fabricate management 
budgeting, we suggest it is important to intro- 
duce the various conditions, contexts and 
general debates about resourcing and admin- 
istering health care in the U.K. within and 
around which this process took place. Given 
our appeals to Latour, it is important to note 
that as a social constructionist, he is disinclined 
to utilize terms such as “economic and social 
conditions” or the “political, social and econ- 
omic context of the NHS”, as we do in some 
sections of the paper. Instead he urges a careful 
consideration of what discursive and cultural 
resources actors use in the construction of 
technology or science. In using the above 
terms, we are referring to the programmatic 
discourses within society which actors draw 
upon in explaining, justifying and articulating 
the accounting technologies which are being 
proposed, resisted or talked about. 

Having provided this orientation to our 
analysis of the fabrication of a budget system, 
we can Clarify the organization of this paper. 
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The next section elaborates our theoretical 


. position by indicating what is meant by fabrica- 


tion and offers a model of the fabrication 
process. This model structures the analysis 
of the empirical study in the NHS in the 
subsequent three sections. We provide a brief 
history of costing and budgeting initiatives up 
to 1983 and then consider the use of rhetoric 
(as indicated in government documents) to 
frame issues and silence. sceptics. The second 
empirical section examines the controversies 
surrounding management budgeting and these 
are used to illustrate the significance of net-, 
works in promoting, resisting, proliferating and 
transforming the budget technologies. The 
empirical study then moves to a detailed 
exploration of how these issues are played out 
in one District in the NHS and the failure to 
close: debate about’ what the management 
budgeting technology actually is. The conclud- 
ing séction speaks both to the method of 
studying accounting in action and to the insight 
that what has been observed is not an exercise 
in the implementation of a fixed technology 
known as management budgeting, but is a 
process of discovery and construction of what 
management budgeting is to mean and can 
become. 


teary 


{ 
FABRICATION 


We offer the notion of fabrication as an 
attempt to examine the chains of reasoning and 
mechanisms of influence between structured 
forces in the determination.of the direction of 
change and human agency in the determination 
of the pace of that change. This notion of 
fabrication is designed to convey-a number of 
images. The first image concerns the building of 
the technology, how a budgeting system.can be. 
designed and produced in order to meet | 
“specifications” (which may themselves arise 
out of the process of building the technology). 
The second image is the fragility of the 
technological product — the fabricated system 
can easily collapse if insufficient resources 
and care are committed to its maintenance. And 
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Fig. 1. A Model of the process of fabrication (based on Latour, 1987). 
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the third image of fabrication conéérns the 
machinations, promotion and selling of the 
technology — for example convincing sceptics 
by using language and rhetoric ;to produce 
convincing stories about the purpose and 
effects of the budgetary- system.? 

Figure 1 provides a model of the fabrication 
process. Unspecified social, political and eco- 
nomic conditions enable a number of weak, 
hesitant, technological possibilities. These con- 
ditions may be said to overdetermine which 
possibilities will emerge. Faced with a sceptical 


> 


ma 


and potentially hostile or critical audience, 
these possibilities might be translated into 
increasingly convincing arguments through the 
use of rhetoric, experiments and other appeals 
which have legitimacy for the audience (e.g. to 
science). Again, some of these arguments may 
be augmented, developed or maintained into 
more or less matters of accepted fact by an 
increasing mobilization and utilization of allies 
and resoutces both within and outside the 
technical project. Contested technologies may 
become “matters of fact” or taken for granted 


? We have chosen to use this term to convey a number of specific images and to somewhat distinguish the fabrication of an 
‘accounting and budgeting system from alternative terms such as production or construction. Distinctions between such 
terms should not be overdrawn for we believe there is much similarity in their meaning. Fabrication is intended to convey 
not only building, but also fragility and machinations. Production, on the other hand, seems to emphasize the building 
metaphor, “the repetitive character of reversible time ...” (Giddens, 1984, p. 282) and the significance of routinized 
practices. Construction, particularly as it has been used in accounting, emphasizes “the way accounting, together with 
other practices, serves to construct a particular field of visibility” (Miller & O'Leary, 1987, p. 239). And translation, the 
term Latour himself frequently uses, seems to concentrate on the machination dimension: “I will call translation the 
interpretation given by the fact builders of their interests and that of the people they enrol” (1987, p. 108). Fabrication 
implies a combination of all these features. 
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as increasing networks make use of the tech- 
nology and enhance or modify it. 

Figure 1 depicts a more or less continuous 
process where each element might operate at 
the same time as others so that, for example, 
rhetoric will probably be used in the mobiliza- 
tion of resources. Building prototypes and 
providing demonstrations of emerging tech- 
nologies can both help to produce convincing 
arguments about the viability of the technology 
and also be used to obtain the support of 
potential backers or other users. The model is 
open about what constitutes a convincing 
argument or what type or amount of resource is 
required to make the technology appear to be 
closed or a “black box” (Latour, 1987). These 
issues need to be examined in the specific 
Situation but are no doubt connected to the 
conditions which set the whole process in 
motion. However, following Bloor’s principle of 
symmetry (1976), which suggests that explana- 
tions should apply in the same terms to both 
accepted and rejected technologies, we argue 
that economic, social, and political conditions 
can no more provide explanations only for 
success than can illogic or social factors be 
introduced only to explain the failure of a 
technology. 

Latour (1987, p. 258) offers seven rules 
of method “for studying the fabrication of 
scientific facts and technical artifacts” (1987, 
p. 21). These rules are implicit in the model 
depicted in Fig. 1, which we derive from Latour, 
and are exemplified in the presentation of our 
study. Our investigation of the fabrication of 
budgets was particularly informed by three 
guidelines derived from Latour’s rules of method. 
Firstly, we chose a controversial accounting and 
budgeting technology to facilitate the identifica- 
tion of alternative possibilities. Secondly, we 
mapped networks of resource, support and 
use, both historically and across conventional 
organizational boundaries, in order to examine 
the multiplicity of people involved in the 
fabrication process. The third guideline was to 
attempt to be present in the fabrication process 
before the black box is closed and debates have 
died down. It is not possible, of course, to arrive 


before all of the important events implicated i 
this, or any other, study. Some judgement of thi 
historical context is unavoidable. From thi 
point of view of Latour’s style of analysis, thi 
should as far as possible reflect the view o 
historical context held by ‘those actors who arı 
themselves involved in fabrication. s 

Fabrication, then, includes the definitions 
interpretations and meanings that emerge from 
and/or are deliberately shaped by, the action: 
and interactions of the participating individuals 
The participants include the designers, imple 
mentors, operators, users and those whos 
actions are subject to observation and evalua 
tion by the system. The emerging definitions 
interpretations and meanings are seen to shapi 
the way in which people think, talk and fee 
about the “system” and conditions their partici 
pation’ in, and/or response to, the design 
implementation and operation of it. Individuals 
interpretations and responses may reinforce o! 
else modify and change “officially” intendec 
patterns of responsibility, accountability, mech 
anisms of control and the manner in which the 
system was designed to operate. In this respec: 
there is 4 ‘reciprocal relationship: in whict 
individual_action may produce and reproduce 
organizational structures and in turn be con 
ditioned and ç constrained by such structure: 
(Giddens, 1984): The data that a budgetary 
control system records, the way one set of dati 
is converted into new data through processe: 
of aggregation and calculation, the manner by 
which the budgets are communicated anc 
reported, and the uses and debates that i 
stimulates, can be seen to both set the agend: 
for (Cooper, 1981), and condition (Hopwood 
1973), managerial action. < 

We therefore see it as naive to assume that br 
simply assembling the components of a system 
that the desired or officially intended outcomx 
will be achieved. The design of a system onh 
represents part of the fabrication process. The 
process of fabrication also includes individuals 
interpretations of, and responses to, the propose< 
or implemented system. In this respect boti 
intentional and unintentional consequence: 
from the perspective of those who design o 
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advocate the “official” system, are likely to 
shape and condition the outcome. 

Our analysis of the fabrication of manage- 
ment budgeting in the NHS follows Fig. 1 and 
the perspective outlined above. In moving from 
conditions to hesitant possibilities our study 
will focus on national debates and utilize official 
documents (often emanating from the central 
government department which is responsible 
for the NHS) which espouse and articulate a 
management technology of budgeting. The 
attempt to transform management budgeting 
from a set of possibilities into a convincing 
argument is examined largely through national 
debates. These debates may be seen not only 
as attempts to convince people of the govern- 
ment’s seriousness in controlling costs but 
to convince doctors of the value of techniques 
like budgeting in their decision making. Finally, 
our intensive field research (involving inter- 
viewing and observation of meetings) in a 
district of the North West Region of the NHS* 
between early 1985 and late 1986 illustrates 
how national debates connect to local attempts 
to develop convincing arguments and to the 
process of attempting to “close” “the tech- 
nology; to make it a system that_is_ used, to 
make it a “natural” part of the organizations’ 
functioning. te fe 


J 


THE EMERGENCE OF THE POSSIBILITY OF 
MANAGEMENT BUDGETING 


There are a number of discursive conditions 
out of which emerged the possibility of manage- 
ment budgeting. Two sets of discourses seem 
to have been, particularly significant. Firstly, 
beginning inthe 1970s, and intensified after the 
election of the Thatcher government in 1979, 
‘influential diagnoses of the relative under- 
performance of the British economy were 
associated with a concern about the level 
of state expenditures and doubts about the 
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feasibility and/or desirability of satisfying the 
demands for welfare (including health and 
education) through public funding (Tomlinson, 
1985; Gough; 1975; Anderson et al, 1981). 
Mercer (1987) notes that “excessive” state 
expenditure became an orthodox explanation 
of Britain’s declining economic performance, 
and the picture of the welfare state became that 
of a “public burden”. The NHS was increasingly 
characterized as being a major contributor to 
this growing burden despite its “sacred cow” 
status. Secondly, there has been considerable 
debate, almost throughout the history of the 
NHS, about mechanisms to “improve efficiency” 
through reorganizations and changed managerial 
practices (including the development of informa- 
tion and control systems) (e.g. IEA, 1964; 
Glover et al, 1987; Perrin, 1988). Since the 
1970s many in the NHS have seen proposals for 
new forms of management as responses to 
reductions in the rate of growth of the real 
value of resources being provided for the NHS 
by the U.K. state. In consequence, responses 
to the management budgeting initiative are 
connected to a resistance to cuts in public 
fundir.g. They can also be understood as gain- 
ing much of their support from the Department 
of Health and Social Security (DHSS) and senior 
personnel in the NHS who see management 
budgeting as a means of coping with de- 
clining real resources. 

Management budgeting itself became a pos- 
sibility when it was placed on the offical agenda 
in a report commissioned by the Secretary of 
State for Health and Social Security in 1982. The 
Griffiths Inquiry, which produced the report, 
largely concentrated on the management struc- 
ture and style of management of the acute 
(hospital) sector of the NHS and introduced 
management budgeting as an accounting and 
control system to enhance the accountability 
and responsibility of people working in hospitals, 
including senior doctors (consultants). 

The focus of our study is on the initiatives at 


í To preserve its anonymity, we will refer to the district as Osgood. At the time of the study it spent nearly £100 million 
per annum on hospital-based activities, and included two large general hospitals and one major specialist hospital. 
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the District and hospital level to implement (or 
otherwise) the recommendations on manage- 
ment budgeting contained in the Griffiths 
Report (DHSS, 1983). Although the recom- 
mendations are strong about the need for 
management budgeting, the recommendations 
can also be regarded as offering only a 
weak possibility, in that the precise meaning 
of management budgeting, the nature of its 
operating technology, and the manner of its 
implementation were all left unspecified and 
were expected to be controversial. This section 
analyses these features. 

The Griffiths Report submitted in October 
1983 and accepted by the DHSS in its response 
of June 1984, recommended that the NHS: 


Ensure that each Unit develops Management Budgets, 
which involve clinicians and relate work loads and 
service objectives to financial and manpower alloca- 
tions, so as to sharpen up the question of overhead costs 
(DHSS, Griffiths Report, 1983, p. 7). 


The recommendations of the Griffiths Report 
suggest that accounting techniques, which 
were allegedly developed in the private sector, 
where outputs are well defined and money has 
more legitimacy as a universal measuring stick, 
be applied in the NHS to regulate the utilization 
of resources in the provision of health care. The 
management budgeting initiative was intended 
to change the balance of power within the 
managerial and professional groupings, namely 
the clinicians and managers, by reshaping 
patterns of responsibility and accountability. 
The new budgeting system was presented as a 
way to influence planning, the allocation and 
utilization of resources, and the methods of 
evaluating the performance of the hierarchy of 
administrative units in the NHS (Regions, 
Districts and individual hospitals). 

We should not exclude other voices in this 
managerialist framing of the Griffiths Report. 
During the late 1960s and 1970s there also 
were considerable criticisms of the medical 
profession from the “Left”. These intersected 
with the more managerialist discourses in a 
number of ways so that on some occasions the 
two reinforced one another, but on other 
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occasions the discourses were contradictory. 
For example, Navarro (1978) interprets the 
1974 NHS reorganization (see below) in terms 
of how “policies of class and professional 
conviviality were replicated once again” (p. 58). 
For Navarro, the NHS required administrative 
reform in the name of the patient and against 
the medical profession. In contrast, Brown 
(1979) suggested that the medical profession 
was already losing power. 

Mercer (1987) raises the question about the 
whole relationship between medicine and the 
State, thereby illustrating how space may be 
created for new innovations. He argues that 
medicine in the 1970s and increasingly so 
in the 1980s “finds itself in a much less 
harmonious coupling with the state” (p. 66). 
For Mercer these circumstances create a number 
of possibilities. On the one. hand, they may 
“push the (medical) profession into support for 
popular democratic struggles to protect the 
NHS, in complete opposition to the expressed 
interests of capital”. On the other hand, he 
notes that “class alliances may fragmerit medical 
support’ for the NHS, particularly if the state 
gives further encouragement to the develop- 
ment of the_private sector and many of the 
hospital consultants look to a revitalized market 
sector in health services for employment” 
(p. 66). While neither of the two positions may 
yet have fully developed, we can see how quite 
radical proposals for change in the NHS could 
emerge out of a range of discourses about 
medicine, the medical profession and the role 
of the state. Thus, the Griffiths Report emerges 
within a field of continuing and contested 
debates on health care. These differing forms of 
argument create the possibility of mobilizing 
existing resources in a number of different ways. 
Hall (1988) reiterates this point when he notes: 

we go on thinking in a unilinear and irriversible political 

logic, driven by some abstract entity we call “the 
economic” or “capital” unfolding to its preordained 
end. Whereas ... politics actually works more like the 
logic of a language; you can always put it another way if 
you try hard enough. Current campaigning on cuts in 


the NHS could lead to a leap in public spending. 
Alternately, it could lead to the argument that since the 
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NHS is underfunded but demand is potentially limitless 
since taxpayers are looking to pay less taxation and 
there is money swilling around in the private sector the 
only solution is, value for money and privatization 
(p. 237). 


Hall is arguing for a new conception of 
politics by the “Left” in Britain, but his 
statement also draws attention to the way in 
which discourses about financial crisis, by the 
“Right” or “Left”, provide space for debates on 
the legitimacy of the NHS and radical solutions 
to its problems. 


The context of the Griffiths Report 

An understanding of the fabrication of manage- 
ment budgeting requires consideration of past 
management and accounting initiatives in the 
NHS and of the culture of the organization. 
These are seen to set the tone and condition 
responses to the Griffiths initiative on manage- 
ment budgeting. - 

The proposal to develop and introduce 
management budgeting is part of a historical 
tradition’ of attempts by the central, state 
apparatus to intervene in the organizational 
domain of the NHS by introducing different 
forms of management structure_and practice 
and different accounting techniques ‘to tighten 
control of resources. Yet throughout the history 
of the NHS these attempts are just that; they 
offer possibilities of new systems of control but 
do not necessarily become accepted parts of 
the functioning of the’ NHS. Thus although the 
history of the NHS may be characterized as one 
of increasing managerialism in its operation 
(Glover et al, 1987), the introduction and 
use of management techniques is faltering 
and contested. Burrage (1973) notes that the 
public corpérations (including the NHS) were 
originally “trusted” to provide the relevant 
services. As a consequence, early costing systems 
in the NHS identified the increasing real cost 
of the service at fairly aggregate levels but 
contained no direct mechanism for their control. 
A departmental-based costing system was intro- 
duced into hospitals in the late 1950s which 
expressed the expenditure of departments in 
terms of cost per unit of work performed at 
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highly aggregated levels (e.g. nursing, diag- 
nostic and catering). It proposed that budgeted 
unit costs be generated and comparisons be- 
tween budget and actual expenditures be 
prepared. The new functional-based system 
therefore involved principles of control rather 
than simply costing. Yet the focus of the costing 
system was the control of the total expenditure 
of the NHS; not management within the hospital. 

From the very start of the NHS, the alloca- 
tion and rationing of resources was largely 
decided through the criteria of medical need, as 
expressed by the medical professionals. How- 
ever, from the 1960s, the increasingly ageing 
population and a belief in the value of medical 
science and technology was confronted by 
increasing concern about the national economy 
and the ability of the state to meet the demands 
for health care. As discussed above, discourse 
about “the fiscal crisis of the British state” 
(Gough, 1975) forms a significant background 
to the more contemporary accounting initia- 
tives. In effect, the somewhat closed domain of 
health politics was beginning to be “forced 
open ... more by external than internal pres- 
sure” (Mercer, 1987, p. 66). 

The aggregated and function-based method 
of budgeting and cost accounting put in place 
in the 1960s survived through the 1970s. Its 
aggregation was marginally decreased, how- 
ever, by an increase in the number of levels in 
the NHS hierarchy (Regional, Area and District) 
consequent on a major reorganization in 1974. 
The use of cost data in resource conflicts 
between these organizational units increased. 
But the structure created in 1974 was increas- 
ingly seen as excessively bureaucratic and was 
criticized as such by the 1979 Royal Commission 
on the NHS. 

The recommendations of the Royal Commis- 
sion resonated with the market ideology of the 
newly elected Conservative government. In 
1982 they reorganized the NHS by scrapping 
Area Health Authorities and emphasized the 
role of a reformed District level. The rhetoric 
was one of decentralization of decision-making 
and responsibility which would now occur as 
near as possible to the point of action (Day & 
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Klein, 1985). This was alleged to be in keeping 
with the management philosophy and practice 
of decentralization in the private and commer- 
cial sector. The specific strategies to effect this 
policy included the introduction of annual 
reviews of performance against agreed objec- 
tives; a requirement to seek competitive tenders 
for laundry, catering and cleaning services; the 
introduction of value-for-money audits; and the 
initiation of cost improvement programmes 
to release resources for the development of 
services to patients (all quoted from HC(84)13 
annex A). Thus, in the early 1980s we see an 
increased use of notions of accountability, cost 
effectiveness and private tenders as a means of 
determining and evaluating activities in the 
NHS, although the connection to organizational 
practices is somewhat tenuous. 

In relation to our focus on management 
budgeting, a significant element of the 1979 
Royal Commission on the NHS was an earlier 
research paper prepared at the request of the 
Commission. This 1978 paper suggested, on the 
basis of a series of experiments conducted by 
health economists (Wickings et al, 1983), that 
budgeting at the level of medical specialities be 
developed. Specialty budgeting and costing 
systems were intended to collect and report 
costs and budgets for medical specialties (e.g. 
neurology, obstetrics, geriatrics, general medical 
and general surgery). Yet the tone of the paper 
is essentially one of exhortation; elaborating the 
potential benefits of a system of specialty 
budgeting. The author of the paper has since 
noted that it offered “conclusions very similar 
to the prescriptive recommendations reached 
by the Griffiths Inquiry in 1983” (Perrin, 1988, 
p. 91). In a related development in 1979 the 
DHSS funded a major research unit on Clinical 
Accountability, Service Planning and Evaluation 
(CASPE). This unit, led by Wickings, conducted 
a series of “experiments” in specialty budgeting 
and costing. These experiments included the 
preparation of more disaggregated forms of 
accounting which focused on individual con- 
sultants rather than the teams that often made 
up specialties, and the development of reward 
systems related to agreed objectives (known 


as Planning Agreements with Clinical Teams 
PACTs). Visits to some of the experimental site: 
by members of the Griffiths Inquiry “were 
highly influential in persuading the Griffith: 
Inquiry ... to advocate the introduction oi 
management budgeting” (Pinch et al, 1988 
p. 276). 

The calls for budget information for specialties 
and especially individual doctors would seer 
to contrast with the professional ideology of the 
clinicians themselves and offered a challenge tc 
the extent to which doctors operated in the 
interests of the common good. Resource alloca 
tion on the basis of medical definitions of neec 
remained an important characteristic of hospita 
administration. It is in this context that text: 
espousing budgeting were carefully written tc 
overcome the scepticism of the audience. The 
general exhortations and appeals to efficiency 
which characterize the Perrin Report in 197£ 
give way to a more assertive insistence or 
managerialism and decentralization in the 1982 
Griffiths Report. Latour’s analysis of science in 
action helps to make sense of the transition. 

Firstly, a process of “convincing” is set in 
train, in which the advocates of specialty 
budgeting attempt to buttress its scientific 
status. The creation of the CASPE unit in 1976 
and its subsequent work is an example of this 
More broadly, this process draws on the 
growing volume of work by health economists 
which reformulates medical problems in terms 
amenable to economic analysis. Indeed, Mulkay 
et al. (1987) have already used an early 
expression (1983) of Latour’s approach tc 
demonstrate how a series of textual devices are 
used to offer solutions to these redefinec 
medical problems in a manner which cautiously 
attacks existing medical practice yet doe: 
not jeopardize the practitioner’s collaboratior 
which is deemed necessary for successfu 
implementation. Secondly, we would suggest 
somewhat in contrast to Mulkay et al.. (1987) 
that a “weak” rhetoric which seeks to avoic 
confrontation has been increasingly replacec 
by a “strong” rhetoric which attacks doctors ir 
terms of their professional ideals and asserts tht 
necessity of doctors incorporating economic 
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ideas into their everyday practices. In a blend of 
criticisms which include attacks on the vested 
interests of professions, and popular concerns 
over the preferences of doctors for high-tech 
cure over low-tech prevention, doctors are 
depicted as failing their patients through the 
inefficient allocation of scarce health care re- 
sources (Doyal & Pennell, 1979; Wilding, 1982). 

During this period then, there is a growing 
debate and ambiguity arising around an import- 
ant aspect of the principle of clinical freedom; 
namely, that it is doctors who determine the 
resources which should be brought to bear 
upon a particular patient — that doctors could 
apply their expertise in judging treatment 
(and, by implication, resource consumption) 
patterns. Doctors were expected to resist 
health economics and technologies such as 
management budgeting in the name of clinical 
freedom. But contemporary discussions of 
clinical freedom display a shift toward consider- 
ing the effects of treating one patient on other 
patients (including people who are not yet 
recognized as sick). Clinical freedom is thus 
developing a complexity which makes its use in 
promoting or resisting management budgeting 
rather unpredictable. Indeed, clinical freedom 
is no longer completely intellectually ‘insulated 
from managerial modes of analysis. 

The conventional view. of clinical freedom is 
that it has been threatened by the “corporate 
rationalisers” who have introduced mechanisms 
by which the medical profession is “subjected 
to managerial standards of efficiency, perform- 
ance and cost effectiveness” (Mercer, 1987, 
p. 66). However, this is being recast, in 
that many doctors have now taken on board 
important aspects of the corporate rationalizers’ 
arguments for treating patients with some 
concern for cost. Increasingly, medical profes- 

‘ sionals balance medical need against the cost of 
treatment and the value the patient will obtain 
from the treatment. Moreover, as economic 
discourses colonize medicine (Mulkay et al., 
1988), medical need becomes elaborated to 
include not only the patient facing the doctor 
but also the future patient who will make 
demands on resources. Medical and economic 
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discourses become intertwined such that appeals 
to clinical freedom themselves include an 
appeal to the economic. 

Despite or with the aid of other voices, 
the Griffiths Report is thus introduced in 
the middle of an increasing managerialism, 
increasing appeals to economic reasoning and 
changing conceptions of the professional roles 
of clinicians. It makes strong appeals for doctors 
to see themselves as managers. The Report itself 
(1983) recommended that a clearly defined 
management function should be developed 
under a Central Management Board. It suggested 
that this could be achieved by the appointment 
of Regional and District General Managers, 
ideally from the private sector where economic 
logic was considered to be dominant. More- 
over, as noted above, the doctors’ clinical 
freedom had to be accompanied by the develop- 
ment of management budgets for doctors. 
Budgets would hold clinicians responsible and 
accountable for the utilization of resources. 
Specialty budgeting has been converted to 
management budgeting. Management is not 
only the new order, it is also to extend beyond 
medical specialties to individual clinicians. The 
Report represents the most determined effort 
up to that time to bring commercial managers 
and commercial accounting and control tech- 
niques into the NHS. Day & Klein (1985) 
suggest that the Griffiths Report reflects, and 
promises to make a reality, the managerial 
vocabulary and principles (particularly those 
of efficiency and effectiveness) prevalent in 
central government administration in general 
during the 1980s. 

But despite the shifting interpretations of 
clinical freedom, doctors still remain the most 
powerful occupational group within the NHS. 
The changes described above do not represent 
the eclipse of clinicians’ power. Rather, they 
heighten the tension between management and 
the clinicians. Rendall (1985) notes that: 


Doctors have always acknowledged the need -for 
administrators in hospitals but have seen them as 
facilitators, whose role is to enable clinicians to get on 
with the business of seeing and treating patients. 
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Given this perspective on the role of admini- 
Strators, the introduction of the new and 
proactive general management function was 
not always smooth. An editorial in the prestigious 
British Medical Journal in 1985 noted that 
there was “dismay and disillusion among com- 
munity physicians” towards the implementa- 
tion of Griffiths. The report goes on to state that 
the British Medical Association (BMA) had 
discovered that in over 20 districts the manage- 
ment structure is unsatisfactory in terms of the 
Griffiths-inspired requirement to move away 
from consensus management to responsibility 
management. 

The introduction of management budgeting 
therefore takes place in an atmosphere of 
increased tension between management and 
the clinicians, and as we shall see this tension 
was recognized at all levels of the NHS 
hierarchy. While the Griffiths Report intended 
that commercial and private sector managers 
would take up the general management positions, 
very few did. Pay and security of tenure were 
typically inferior to managerial jobs in the 
private sector. In fact, most positions were 
refilled by incumbent NHS administrators, most 
of whom had to competitively apply for their 
own jobs. Of the rest only a handful were 
doctors or nurses; businessmen (sic) (Glover et 
al., 1987) and personnel from the armed forces 
made up the remainder. Therefore, the two 
main protagonists in the management budgeting 
initiatives at Region, District and Unit level, 
namely the managers and clinicians, were 
known to each other, and as we shall see they 
were often cautious and suspicious of each 
others’ motives and intent. 


TOWARDS CONVINCING ARGUMENTS 


The public unveiling of the management 
budgeting initiative is surprisingly difficult to 
determine. The origins and impetus for the 
initiative are invariably attributed to the Griffiths 
Report (e.g. Brooks, 1986). However, some- 
time before the submission of the Griffiths 
Report and, therefore, before it was discussed 
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in Parliament and before the DHSS issued its 
response, a recommendation from the Griffiths 
team to initiate pilot studies to develop manage- 
ment budgeting had already been accepted by 
the DHSS. By September 1983, before the 
Griffiths Report was made public, a Steering 
Group on Management Budgeting had been 
formed, resources had been made available and 
four pilot studies on management budgeting 
(two conducted by Coopers and Lybrand 
Associates and two by Arthur Young, McClelland 
Moores and Co.) were underway in selected 
sites in the NHS. The fabrication of management 
budgeting in the NHS and the attempt to 
develop convincing arguments about the nature 
and purpose of the system was already under 
way before the Report was unveiled in public. 

It was not until June 1984 that a DHSS Health 
Circular (DHSS HC(84)13) which was con- 
cerned with “amplifying the Government’s 
response to the NHS Management Inquiry 
(Griffiths) Report”, mentioned the existence of 
the pilot studies. In the annex of the circular it 
was stated that “The development of manage- 
ment budgets has begun with the start of 
several demonstration (our emphasis) projects 
and should be extended to all health authorities 
in about 2/3 years”. At this point there was still 
no statement from the DHSS or NHS defining 
the form or content of-management budgets or 
how they might operate or be implemented. It 
was not until January 1985 that the DHSS 
distributed a Health Notice to Regions and 
Districts outlining the nature and purpose of 
management budgeting (DHSS HN(85)3). This 
is 16 months after the demonstration projects 
were first initiated and it is the experiences 
with these demonstrations which.informed the 
statements in the DHSS Notice. The fabrication 
process therefore involves appeals to success 
and to closure — “don’t worry it’s all been 
sorted out elsewhere”. Yet the demonstration 
of management budgeting in operation (the 
definition of the technology) occurs at the same 
time as the definition of its purposes emerges. 

The timing of public statements indicates 
that the fabrication of organizational initiatives 
such as management control and budgeting 
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systems, may often begin in the conversations 
of individuals, in working parties, in meetings 
restricted to small groups, in consultation with 
outside experts and in contained pilot or trial 
settings, before they are made public within the 
organization. Evidence, of such “before the 
beginning” activities may be found in working 
papers, in minutes of meetings, in consultants’ 
tenders, in research documents and in reports 
on progress in pilot sites. 

We find within the NHS a wealth of evidence 
of the commitnient to, and progress towards, 
developing management budgeting before its 
public launch in January 1985. To quote just 
one example: an interim report on the demon- 
stration sites at Basingstoke and Ealing stated: 


The aim is to strengthen Unit level management by 
involving clinicians and others in setting and managing 
workload related budgets for finance, manpower and 
full overhead costs, against which performance and 
progress could be monitored. This should improve the 
cost effectiveness of services to patients by: 

(a) Clarifying responsibility for budget setting and 
control to ensure that those responsible for deciding on 
the use of resources are also involved in planning and 
controlling these resources; ca 

(b) improving procedures for setting and controlling 
budgets to ensure that resources are matched to 
patients needs and the resulting workidads of the 
hospital, 

(c) establishing better management information to 
enable decision makers to plan and control the use 
of resources according to the workloads actually 
experienced (Cooper and Lybrand Associates, 1984). 


Thus while the Health Notice of January 
1985 represents the first public articulation of a 
position on management budgeting and a 
strong belief in the principles of responsibility 
accounting, many significant decisions on the 
intended difection of the initiative, how it 
would operate and who would be involved, had 
already been taken. The 1978 Royal Commission 
Research Paper suggestions were given an 
impetus by the Griffiths Report and this 
had then been given a more concrete form 
by the DHSS Health Notice. But there was 
still a long way to go before the proposals 
could become an uncontested technology of 
budgeting. 
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Strategies for reducing controversy 

Latour (1987) suggests that when new 
technological possibilities are created there is 
always uncertainty and dispute about their 
qualities and likely effects. Thus, texts (which 
for Latour are scientific and technical papers 
and in the present context we consider to 
be the official documents emanating from 
the proponents of the management budgeting 
initiative) need to be constructed “to withstand 
the assaults of a hostile environment” (1987, 
p. 45). Latour mentions four tactics. The first 
tactic is referred to as fortification. 

Texts fortify themselves by entering a dis- 
course with a presumed objector and this 
discourse has the appearance of becoming 
increasingly technical. Thus Latour suggests 
that “Reading the sentences ... without imagining 
the readers’ objections is like watching only 
one player’s strokes in the tennis final. They 
just appear as so many empty gestures. The 
accumulation of what appears as technical 
detail is not meaningless; it is just that it makes 
the opponent harder to beat” (1987, p. 46). 
These texts do not rely on appeals to an 
external reality but instead fortify themselves 
by appeals to other, accepted technologies and 
to “given truths”. 

The second strategy is referred to as stacking. 
It involves bringing in figures and numbers to 
convince the reader and to enable the text to 
go from the detail to generalizations. We see 
very little of this in the Health Notice and, as 
Latour indicates, without the use of such a 
tactic, it is likely that the argument will be 
lost. The relative failure to bring in figures 
clearly relates to the nature of the budgeting 
technology which is itself designed to produce 
such figures. As Pinch et al. indicate (1989), it 
has been difficult to produce figures to demon- 
strate the success of enhanced budgeting and 
costing systems in the NHS. Instead, appeals are 
made to improvement in social conditions in 
the organization, improvements which are 
difficult to quantify in a convincing way. 

Latour refers to the third tactic as staging and 
framing. The text has to defend itself from 
malevolent readers by explaining how and to 
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whom it should be read. The author of the text 
presents herself to the reader and enters into a 
series of trials to convince the reader. The 
statements in the Griffiths Report and the 1984 
and 1985 Health Notices are intended to 
present a fair-minded author who engages in 
more and more trials to convince the sceptics. 
We do not have access to the various drafts of 
these texts to enable a detailed examination of 
this process. It could be inferred from the 
demise of the whole management budgeting 
initiative that the staging and framing is in- 
complete; certainly we will show that the 
author is not trusted and the trial, alternating 
between audacious and understated arguments, 
is not accepted. Yet if we include all the texts 
within the initiative — the Griffiths Report, and 
the DHSS notices in 1984, 1985 and 1986 — we 
can reasonably argue that many sceptics are 
won over. Framing statements provide an 
agenda for debate, an object for criticism, a 
framework for controversy, a benchmark for 
evaluating success or failure, a text to read 
between the lines of, and infer hidden meanings 
in, and a focus for dissent. They also produce an 
engagement with the argument and the very 
resistance becomes more and more a matter of 
tactics and technical detail and less and less 
about the general strategy of involving doctors 
in management through the use of economic 
language. The process can be considered to 
illustrate the construction of hegemonic struc- 
tures (Gramsci, 1971). By the end of 1986 
many more people in the NHS accept the 
premises of a managerial model which includes 
involving doctors in management and using 
economic concepts and imagery as the model 
of management. 

The final tactic suggested by Latour is one of 
captation: the control of the objector’s moves. 
The classic way of achieving this control is by 
first offering general, difficult to object to, 
statements and moving to lesser known and 
more contestable ones. The reader is “induced 
to move far away from what they were ready to 
accept at first”, (Latour, 1987, p. 57). Not only 
does the text guide the reader from the 
accepted but it also links the move to harder 
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and harder (less easily disputed) facts and to 
more and more authorities of support. A 
successful text will ultimately leave the sceptic 
appearing to be isolated and foolish in the face 
of a mass of supporting argument. As we shall 
see, captation was used extensively in the 
fabrication of budgets. 

We now discuss these tactics, not necessarily 
in Latour’s order, with reference to the DHSS 
Health Notice issued in January 1985. The 
Notice is subtitled “Interim Report on the 
Progress and Proposals for Future Develop- 
ment” (DHSS HN(85)3) and it is presented by 
the DHSS as providing more detail about the 
management budgeting initiative. 

Ih the second paragraph of the introduction 
to the 1985 Health Notice we find the following 
statement: 


The overriding objective of introducing management 
budgeting in the National Health Service is to enable it 
to give a better patient service to its patients, by helping 
clinicians and other managers to make better informed 
‘judgements about how the resources they control can 
be used to maximum effect. 


This general statement may be seen as 
an example of captation: the management 
budgeting initiative is located in a set of higher 
ideals: “taken-for-granted” or “given truths” 
which are themselves difficult to object to. 
Whilst it could be argued that management 
budgeting will not result in “better patient 
service”, or ensure that resources are “used 
to maximum effect”, it is difficult to object to 
these ideals in principle. Moreover, the way in 
which the statements are framed implies that 
criticism of the initiative itself infers criticism 
of the principles. There is no, reference to 
responsibility, control and monitoring perform- 
ance which may have been criticized by 
clinicians sensitive of their autonomy. Instead 
we have innocuous, disarming statements which 
are difficult to criticize without flying in the 
face of conventional wisdom. Further, any 
criticism would question the integrity of those 
responsible for the initiative, by implying 
that the statements were not made in good 
faith. 
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Later in paragraph two of the Health Notice 
we find the following statement: 


Clinicians, nurse managers and other budget holders 
need to be actively involved, and to gain an under- 
standing of their own management role, if the system is 
to succeed. . 


This statement offers the reader, many of 
whom might be potential budget holders, an 
opportunity to engage with, and think of 
themselves within, a new set of managerial 
practices. In addition, it frames the success of 
the initiative in terms of the clinicians’, nurse 
managers’ and other budget holders’ active 
participation and in their understanding of their 
own management role. Framing the statement 
in this way challenges the proposed budget 
holders to become involved. It also appeals 
to general discourses about entrepreneurial 
culture yet still allows for possible failure to be 
attributed to the lack of vision or involvement. 

The January 1985 Health Notice attempts to 
anticipate criticism: i 


Management budgeting should not be .seen as an 
accounting exercise, or as a devise for containing costs. 
The key purpose is to improve services through more 
effective management at all levels. i 


Defining the management budgeting initia- 
tive as part of the general management process 
and explicitly stating that it is not an accounting 
or cost-cutting exercise, may be seen as an 
attempt to distance management budgeting 
from the series of fairly unpopular cost or 
accounting initiatives introduced since the 
1982 reorganization (see above) and is there- 
fore an example of fortification. Moreover, 
some of the research that was coming out of the 
CASPE unit was identifying difficulties with 
costing systems, and hospital experiences with 
other computer-based information systems were 
very patchy. 

The remainder of the Health Notice also 
offers examples of staging and framing and the 
use of pre-emptive questions which could 
diffuse a number of anticipated concerns such 
as: how will management budgeting work? How 
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will it be introduced? What will our (clinicians 
and managers) role be? When will it all happen? 
What will happen to the savings created by 
greater efficiency? 

For example, to answer these questions the 
Notice gives what is essentially a layperson’s 
explanation, based upon the work done in the 
demonstration sites, of how the proposed 
management budgeting system will operate. 
Yet, for all their appeals to “common sense”, a 
language based on market economics permeates 
the text. The explanation of how the system 
will work indicates that clinical budget holders 
will “buy” services directly from service depart- 
ments or from facility budget holders — for 
example ward sisters — who in turn “buy” 
them from the service departments and then 
“sell” them to clinical consultants. 

The Notice emphasizes that a “good technical 
foundation” for management budgeting in the 
health service had already been established 
although none of the sites had as yet a full 
management budgeting system in operation. 
It notes that many important lessons had been 
learnt, particularly that “information systems, 
and cost reporting, should be introduced well 
in advance of attempting to prepare budgets for 
individual consultants”. Moreover, budgets for 
clinical specialities may be developed as an 
interim step towards clinical budgets for in- 
dividual consultants “to enable consultants to 
get accustomed to the principles and practi- 
calities of budgeting before they move to the 
stage of handling individual budgets of their 
own”. Finally, the Notice offers an “incentive 
to effective management” through provisions 
which would allow “the budget holder to retain 
part of the savings for use on other items of 
expenditure within his control”. 

These implicit questions and answers may be 
seen as an attempt to set the agenda for debate 
and focus attention upon the issues that those 
who propose the initiative wish to see addressed. 
By implication the statements also deflect 
attention away from thorny or contentious 
issues. For example, no mention is made of 
clinical freedom, doctors’ autonomy, or the 
continuing cuts in overall health care funding. 
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Further, this approach of pre-emptive questions 
and answers also fortifies the initiative from 
criticism by steering the reader through the 
ideas in such a way as to involve her in the 
argument. 

In summary, the January 1985 Health Notice 
is not an impartial description of a neutral 
process. The statements in the Notice are 
emanating from people who strongly believe in, 
advocate, and already have a large investment 
in, the management budgeting initiative. More- 
over, the statements have intent. They may be 
seen as an attempt to persuade people who may 
ultimately effect the success of the initiative to 
think and talk about it, and act towards it, ina 
particular way. The statements are saying “this 
is what management budgeting is, and this is 
what it is not”; “these are the benefits, and these 
are the people who will benefit”; “this is 
roughly how it will work and these are the 
people who are involved”; “these are the 
significant issues and this is what we have 
already done towards resolving them”; and “we 
are aware that some concerns may exist and 
these are unwarranted”. The statements are also 
saying “we, at the top, are strongly committed 
to management budgeting”; “the initiative is 
well under way”; “we have called in the 
experts”; “it is well thought out”; “it is being 
tried and tested”; “the problems will be ironed 
out before it is put on general release”; and “it is 
in good hands”. As Latour observes in relation 
to scientific papers, when a reader engages with 
the text she has little ability to verify or check 
the statements made. The reader is increasingly 
isolated — more and more people are seen to 
be involved in the initiative, more and more 
unobservable tests and experiments have been 
undertaken and more and more authority is 
being created. 


The argument thus far 

Our study thus far has focused on the texts 
and rhetoric of public documents, largely 
emanating from the DHSS, and their attempts to 
fabricate a new set of budgeting practices in the 
NHS. We have examined the rhetoric and 
how it gets more assertive, bringing increasing 
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resources into controversies. These resources 
include both appeals to more and more technical 
material about budgeting and to demonstra- 
tions of the technology at work in pilot sites. 
Thus we have identified emerging practices in 
our discussion of texts, but the emphasis has 
been on the language and discourses of the 
proponents. To this point the responses to the 
texts have not been very visible. In attempting 
to produce convincing arguments, networks of 
resources, allies and opponents have been 
created. Each network has different strengths. 

As Latour acknowledges, “dissenters are very 
rarely engaged in a confrontation such that, 
everything else being equal, the winner is the 
one with the bigger laboratory or the better 


* article” (1987, p. 103). The DHSS and the NHS 


Management Board may have believed that they 
had produced the definitive texts on manage- 
ment budgeting, but the fate of the technology 
depends on others’ behaviour. This is an 
important point and has many parallels with 
theories of power (Robson & Cooper, 1989). 
Power is a relation, not an attribute of an actor 
(individual or class). Power may be at its most 
effective when there is no conflict or resistance. 
Thus despite the enormous resources of hier- 
archy, resources and strategic intent, the DHSS 
is unable to determine the outcome of the 
management budgeting initiative. The existence 
of resistance and conflict alerts us to the 
problematic and fragile nature of the DHSS 
strategy to introduce management budgeting 
and the logic of economics into the NHS. 

The fiscal crisis of the British state and the 
ideology of the market may help to explain the 
interest shown in management technologies 
such as management budgeting within the 
DHSS but these are insufficient conditions to 
predict the outcome of the initiative. The 
construction of technologies is a collective 
process, involving not only the designers but 
also the potential users and people affected by 
the technology. 

The idea that the fate of a technology 
depends on others, has two major implications. 
The first is that to understand the fabrication of 
a technology it is necessary to examine the 
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response of those who see themselves implicated 
in the technology. To examine this further the 
next section will consider reactions and resist- 
ance to the initiative in a District of the NHS. 
Secondly, the technology is not just diffused in 
the sense of transmitting and passing on a fixed 
object. The management budgeting initiative is 
modified, strengthened and undermined in the 
process. Management budgeting arises as much 
out of its implementation as out of its design. 
Fabrication occurs through the process of 
utilization. i 

This perspective contrasts with the naive 
diffusion perspective sometimes used to analyse 
the adoption and implementation of technologies 
or practices amongst a population of potential 
users.” “In the diffusion model society is made 
up of groups which have interests; these groups 
resist, accept or ignore both facts and machine, 
which have their own inertia” (Latour, p. 141). 
What is proposed in the diffusion model is that 
technologies are the product of great inventors 
and that the fate of the technology resides in 
itself. It results in a form of technological 
determinism with social factors entering “only 
when the true path of reason has been ‘distorted’, 
but not when it goes straight” (Latour, 1987, 
p. 136). This contrasts with the principle of 
symmetry (Bloor, 1976) which argues that 
explanatory factors should be as likely to be 
used to explain success as failure. 

The translation model (see footnote 3) is 
infused with social factors. People move tech- 
nologies along, but in so doing they modify the 
technology. Budgets are fabricated not only in 
the offices of systems designers, they are also 
created and modified in each text which talks 
about them and in each test or implementation 
which seeks to practise them. It is only when 
the technology is used, re-used and finally taken 
for granted that we may say that it is fixed and 
that the black box has been closed (although 
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still liable to be re-opened through modifica- 
tion). By contrast, when we introduce resist- 
ances and contested practices, these are 
not suggested as a means of explaining failure, 
for the black box of management budgeting 
is, in substance, not yet closed. Until the 
object of management budgeting is agreed 
as having been built or having collapsed, we 
do not know the fate or nature of the 
fabrication. 


ATTEMPTING TO CLOSE THE INITIATIVE: 
FABRICATING BUDGETS IN THE OSGOOD 
DISTRICT 


The elaboration of management budgeting 
and the failure to develop convincing argu- 
ments about the success and desirability of the 
initiative, can be shown by examining the 
connections between events occurring at the 
four national demonstration sites and the 
activities of fabricating a system in Osgood 
District. Social factors are always present 
in these connections, and the budgets are 
modified as “resistance” is expressed. The slow 
collapse of confidence in specific forms of 
management budgeting not only makes the 
“success” of the initiative problematic, it also 
encourages its revision and transformation. 


Trouble at the demonstration sites 

In January 1985 the British Medical Journal 
suggested that the management budgeting 
initiatives in the four national demonstration 
sites were not living up to expectations. 
Clinicians in the sites were reported to claim 
that the initiatives were in a shambles (BMJ, 
1985). This was the first public indication of 
difficulties in the national pilot sites. A further 
BMJ report in October described the atmosphere 
in the pilot sites as one of “gloom”. 


3 The diffusion model would seem to be implicit in the influential analyses of accounting innovation proposed by Kaplan 
(1984) and Johnson & Kaplan (1987). New technologies are deemed to pre-exist or are created by innovators, and. 
managerial ignorance and resistance is introduced to explain why new technologies (such as quality and productivity 
measurement systems, and activity-based costing) are not introduced or resisted. 
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In February 1986 Ian Mills, then Finance 
Director of the NHS, confirmed the BMPs 
reports and admitted that “we made mistakes”. 
He noted that the: 


difficulties of introducing management budgeting into 
acute hospitals had been significantly underestimated 
and that an over emphasis on systems had led to a 
neglect of behaviour and attitudinal considerations 
(Public Finance and Accountancy, 1986). 


Not only were the clinicians responsible for 
reporting and exploiting the problems at the 
pilot sites, they were also involved in their 
making. Reportedly, the problems at the pilot 
sites centred upon inadequacies in the computer- 
based systems. This was not just a matter of 
computerization. The manual systems were 
also regarded as unreliable. The inadequacies 
dismayed and alienated the clinicians and 
manifested themselves in increased tensions 
between clinicians and “technocrats”. Ian Mills 
noted it was: 


Naive to believe that providing computer-based informa- 
tion would itself convert typical consultants into 
effective resource managers. [He further added that] 
discord between the two alien cultures of clinician staff 
and technocrats had been the result of the pilot 
initiatives. He admitted that management budgeting 
had been wrongly presented as a process largely or 
wholly divorced for organizational issues (Public 
Finance and Accountancy, 1986). 


Resistance is not just a negative force. It 
offers the proponents of the initiative oppor- 
tunities for redefinition and new fabrications. 
For them, the management budgeting initiative 
must now include information technology, the 
information systems which would feed into the 
budgets, the culture of clinicians and organiza- 
tional issues. 

But there are other consequences of the 
resistance. The emphasis on economic reasoning 
in managment now rebounds on management 
budgeting and questions of the costs and 
benefits of an investment in management 
systems are raised. At the 1985 meeting of 
the CCHMS (Central Committee for Hospital 
Medical Services), clinicians wanted to know 
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“more about the time that clinicians would 
have to devote to management budgeting and 
whether the process could be introduced into 
an area without full computer backing and how 
much this would cost if the health authorities 
had to pick up the bill” (BMJ, 1985). 

“ Criticism of the initiative indicates not only 
that the technology of management budgeting 
is not yet fixed, it also indicates how the 
clinicians, partly through their professional 
organization, the BMA, became involved in 
recasting the initiative; how can it become less 
wasteful of resources, how can it be used by 
doctors and who would participate and use 
“the system”? Increasingly, the DHSS and the 
NHS Management Board looked to pursue the 


“management budgeting initiative through a 


series of local sites which could not only 
demonstrate the utility of the system but could 
experiment, albeit in an unsystematic way, with 
what the initiative might become. Fabrication 
moves into diffused and localized practices, to 
Regions and individual Districts. 


Moving management budgeting into localized 
practices — 

The June 1984 DHSS Health Circular (HC 
(84)13) stated that management budgeting 
should be “extended to all health authorities in 
about 2/3 years”. The North West Region 
responded to this circular by making a commit- 
ment to the Minister of Health to: 


submit a programme for helping Districts to implement 
management budgeting in the Region and report 
progress throughout the Region by the next Review 
(RHA Ministerial Action Plan, 1985).*- 


As a means of achieving this task, the 
development of management budgets at the 
District level was given “Review Task” status, 
which required Districts to report progress to 
the Region. The directives may be seen as an 
attempt not only to lodge the management 
budgeting initiative at the level of the NHS in 
which it would ultimately operate, but also 
to find successful versions of management 
budgeting as a result of the emerging problems 
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in the pilot sites. The Directive also reflects the 
commitment by members of the Region’s man- 
agement to the idea of management budgeting. 
The Regional General Manager and the Senior 
Assistant Regional Treasurer supported the 
initiative. As another senior manager in the 
Region commented: s 


both were very strong on Grifiths Management and saw 
management budgeting as how general managers should 
manage. If you appoint general managers you put 
management budgeting in. The two things [for them] 
were intertwined. [Our informant also felt that the 
Regional Medical Officer who] certainly had a grip on 
the medical machinery ... was supportive of manage- 
ment budgeting. 


Thus, senior Regional Managers supported, 


the initiative and acted as its champions, 
thereby giving credibility and momentum to its 
fabrication. 

As part of the required program for helping 
Districts to implement management budgeting, 
the North West Regional Health Authority 
created a District Support Team (DST), to act as 
a free consultancy service to individual districts. 
Although not all districts in the Region took 
advantage of this offer, Osgood District found 
such “free resources” hard to ignore! 

Much of the material on management budget- 
ing provided to Districts by the DST contained 
the same definition and principles of manage- 
ment budgeting found in the 1985 Health 
Notice. For example: 

The introduction of Management Budgeting requires a 

significant, technical and organizational change in the 

District. Management Budgeting is not merely an 

accounting exercise, but it encompasses the manage- 

ment of change in a complex organization and thus 
requires a high level of commitment. The organization 
should believe that this change is valuable and that in 
the short-term there will be improved systems, and in 


the long run major benefits will accrue (emphasis 
added). 


Thus, the DST was involved in promoting the 
national rhetoric and perpetuating the manage- 
ment budgeting initiative as fabricated by 
the DHSS and NHS management board. The 
employment of the DST may be seen as a 
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mechanism intended to anchor the fabrication 
of the official management budgeting initiative 
at the District and Unit levels. 


Elaborating management budgeting 

The District Support Team required each 
District to accept a formal contract, the Tender 
Document, specifying the DST’s approach. 
Developing a network of Districts faithful to 
the DST’s version of management budgeting 
represents an attempt to define and close 
the black box, yet the closure is attempted 
before the technology is formed. Management 


‘budgeting is not yet an operational system. 


However by committing Districts to the Tender 
Document, the DST is able to identify the 
faithful and thus effort and resources could be 
concentrated in those parts of the organization 
in which the National initiative could be given 
specific form, and where progress and success 
would most likely be achieved. 

Further, the translation process referred to 
by Latour (1987) is illustrated by the way in 
which the DST’s Tender Document develops 
and extends what management budgeting is. It 
extends the original conceptions by considering 
organizational issues, and offers technical elab- 
oration which provides the beginnings of a user 
guide for developing management budgeting. It 
outlines, in a step-by-step fashion, 11 key 
tasks in the implementation of management 
budgeting. These include mapping the existing 
managerial and information structures; devel- 
oping feeder information, including financial 
information systems; deciding who holds a 
budget, what is included in the budget and 
what the virement rules will be. The rather 
general, original statements about the nature of 
management budgeting and its virtues are now 
translated into detailed procedures and tasks. 
The Tender Document not only specifies what 
conventionally might be regarded as systems 
analysis and design activities, but also articulates 
training and education programs and structures 
for the management and implementation of 
the evolving system. For example, the DST 
suggested a structure which would be used to 
manage the local management initiative. This 
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would be composed of a Steering Group set up 
by the District General Manager which would 
meet every two months and act as the policy- 
making group. Furthermore, there should be a 
Task Management Group which would meet 
once a week to “assess progress against the 
implementation plan, identifying problem areas 
and key individuals at Region and District who 
can assist”. This was the strategy the Osgood 
District followed. Management budgeting would 
now be developed at the local level to take into 
account the peculiarities of individual Districts. 

Again we find that management budgeting 
must take on new issues. It must now, it is 
alleged, consider the specific nature of each 
site in which it is to operate — its mix of 


cases, demographic trends, teaching commit- Č- 


ments and the extent to which the District 
provides special medical facilities. In this 
respect, strategies for operationalizing the initi- 
ative were not limited to the statements 
contained in the Health Notice, but rather were 
set into the administrative functioning of the 
Region and subsequently the Districts. More- 
over, the importance of the initiative, despite 
the difficulties, was reinforced by giving it 
Regional and District Review Task Status. 
District managers, most of whom were now on 
fixed term contracts, would be evaluated partly 
on the basis of whether they produced manage- 
ment budgeting systems. 

As the process of fabrication moves towards 
the point at which it will ultimately operate, 
it becomes increasingly more technical and 
specific. The generalist rhetoric about the 
purpose, efficacy and need for management 
budgeting, while still present in many of the 
public documents, is augmented by detailed 
Specifications about the task of design and 
implementation, the structure, the personnel 
and the processes necessary to accomplish 
the tasks and a timetable expressed in weeks 
and months rather than years. More and 
more people are becoming involved, on a 
day-to-day basis, with management budgeting. 
Fabrication of the national initiative is under 
way through the fabrications at the District 
level. 


Uncertainty and the atmosphere at the Distric 
level 

In early 1986, there was considerable hesi 
tancy and uncertainty about the national initiative 
throughout all levels of the NHS. Ian Mills, the 
Finance Director, had admitted that the pilo 
Sites were in serious difficulty and that the NH! 
Management Board was redrafting its approach 
To counter such hesitancy Martin Hall, a senio! 
member of the DST, made the following 
Statement in May 1986 at a meeting of Uni 
General Managers in the North West Region: 


The national perspective on budgeting paints a bleal 
portrait. The four pilot studies have been labelled a: 
disastrous failures ... particularly in view of the 
resources and energy put into them. Yet Ian Milk 
remains committed to budgets and will make : 
“statement in the near future. 


It was in this atmosphere that the first meeting 
of the Steering Group in Osgood District took 
place on 30 May 1986. At an early meeting o! 
the Task Management Group, Mary Evans, the 
member of the District Management Team co. 
opted onto the DST, questioned whether “he 
[Ian Mills] would pull the rug from under 
the management budgets”. This doubt was 
countered by Patricia Johnson, a full time DST 
member, who stated that the Chief Financial 
Manager of Region had assured her that 
“management budgets would not be dropped” 
and again reiterated that, “Ian Mills would be 
making a statement by the end of July”. As ar 
attempt to stem the rising tide of scepticism 
David Birbeck, the District General Manager 
commented to the Steering Group: 


Even if the Board (of the NHS) decides that budgets ar 
dead we still need more sophisticated accounting 
information for future planning and so we must pres: 
ahead. 


Not only did this comment reinforce the 
District Management’s commitment to devel. 
oping a form of budgeting, it also served tc 
reinforce the local nature of the initiative anc 
partially redefine its purpose. District planning 
was now an attribute of budgeting.. Regardles: 
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of the National level’s intentions, budgeting 
would specifically serve the interests of -the 
local District. Such redefinitions are part of the 
process of fabrication. 

Yet reports of incoherence and disarray in 
the National initiative and uncertainty and 
rumours at Districts and Units affected the pace 
of the fabrication and the amount of resource 
committed to it. This reinforces Latour’s argu- 
ment that the fate of a technology is in the 
hands of people other than the designers. 
Moreover, uncertainty about the National initi- 
ative allowed the Task Management Group to . 
pay less attention to the original, national 
statements about management budgeting and 
instead to consider more fully what local 


concerns were, without worrying about whether— 


it was consistent with what they believed was 
the national initiative. 

In many respects, the management budgeting 
initiative, as conceived at the national level, 
began to fall apart despite attempts to shore it 
up by the DST. It became increasingly difficult 
to appeal to a higher authority when the 
initiative at that level seemed so uncertain. The 
major concerns which played a role in the 
fabrication of management budgeting increas- 
ingly became those experienced locally. Yet 
despite the scepticism about the management 
budgeting initiative, at District level the mo- 
mentum of the fabrication process continued, 
possibly along a different trajectory. This was 
achieved through project champions at Region 
and in the DST, the’ Review Task Status, 
the Tender Document, the Steering and Task 
Management Groups and the newly emerging 
local rationales. 


A return to the sceptical audience 

As we have seen already, the fabrication 
process involves anticipating scepticism. In this 
case, Clinicians were expected to be a sceptical 
audience. As the Steering Group in Osgood 
District is translating, elaborating and forming a 
management budget system, there is a realiza- 
tion that the support of clinicians must be 
achieved. And by this time, many clinicians 
have a view of management budgeting, partly 
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formed by their own experiences of budgets 
elsewhere and partly derived from the national 
debates. For example, the British Medical 
Association (BMA): 


had become convinced that management budgeting was 
at best a costly irrelevance and at worst an attempt to 
challenge responsible clinical sovereignty by trying to 
make clinicians financially responsible for a great deal 
and managerially responsible for very little (BMJ, May 
1986). 


At the District level, the anticipated clinicians’ 
opposition is conceived in terms of “overcoming 
resistance to change”. Education and participa- 
tion is seen as the key to support. The Steering 
Group in Osgood cannot countenance that the 
clinicians’ hostility could be well founded. Thus 
many of the rhetorical tactics to convince 
sceptics which were discussed earlier are 
present in the deliberations and actions of the 
Steering Group. For example, they attempt to 
overcome the sceptics amongst the clinicians 
and to try to isolate them by drawing attention 
to those clinicians who have become convinced 
of the value of management budgeting. 

David Birbeck, the District General Manager, 
commented at a meeting of the Steering Group: 


Management budgets need the support of the clinicians 
and they therefore must be convinced of their benefits. 


However, Dr Alan Smith, the Chair of the 
Medical Executive Committee (MEC) at one of 
the Units, noted that such support was not 
universal: 


The consultant and clinicians are antipathetic to 
management budgets and their representation therefore 
is crucial. 


Michael Burlington, the Assistant district Finance 
Officer, confirmed this sentiment by reporting 
that at a Meeting of the MEC one clinician said: 


Pve had a budget for ten years. Over the past four years 
of financial problems I now feel that it is impinging on 
my clinical freedom and 1 would say to anybody who 
bas not got a budget: don’t touch it with a barge 
pole. 
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David Birbeck stated his suspicion that 
despite the claims that the national manage- 
ment budgeting initiative was not a cost cutting 
exercise, the clinicians nevertheless believed 
that it was. He said: 


With the cost cutting over the past four years, most 
consultants interpret management budgets as another 
cost cutting exercise. 


The effect of these expectations was to demon- 
Strate once again that the technology of 
management budgeting is not yet fixed and 
again how clinicians, even in their absence, 
became involved in recasting the initiative. 

In response to concerns about clinicians, 


Concern was expressed about the potential effect oi 
clinical freedom and how information would bı 
‘gathered, whether on an individual consultant basis o: 
by aggregation by speciality. In response it was statec 
that the data needed to be collected and reported on: 
consultant basis to facilitate analysis, although budgets i 
desired could be established by speciality. It wa 
stressed it was the responsibility of the District t 
determine the system suitable to local circumstances 
There was no predetermined “blue print” or system tc 
be imposed by the RHA. 


«The introduction into the fabrication proces: 

of discussion about consultant vs specialty 
based budgeting reflects concerns about : 
report in Public Finance and Accountanc) 
(1986), which suggested that the: 


the Steering Group deliberately and openly ," 


engaged in framing the presentation of the 
initiative to make it more palatable to the 
local clinicians. These processes have much in 
common with the national attempts to carefully 
frame statements. Firstly, attempts were again 
made to distance management budgeting from 
accounting. For example, much to the DST’s 
displeasure, Michael Burlington, the Assistant 
District Finance Officer, had been nominated as 
chairman of the Task Management Group. The 
DST initiated moves to have him removed. Peter 
Hickson, the Chief Financial Planner, made the 
following comment at the Steering Group: 


I think that Michael should be involved [in the Task 
Management Group] but not necessarily as chairman. 
We have to ensure that management budgets aren’t seen 
as another finance function. 


This move was unsuccessful as the other 
members of the Steering Group supported 
Michael Burlington’s position. 

In addition, it was decided to frame and 
present the initiative as one of specialty budget- 
ing while actually laying the groundwork for 
clinical budgeting. This recognized that a 
simple refusal by the clinicians to participate 
would negate a purely clinical budgeting initia- 
tive. In the minutes of the first meeting of the 
Steering Group on 30 May 1986, there is a 
statement which represents a reframing of the 
management budgeting initiative: 


Management Board was moving away from the idea tha 
Clinicians should be budget holders. Mr. Mills concedec 
that his personal preference would be for budgets to be 
held at the speciality level rather than by individua 
consultants. 


The DHSS and NHS are still active player: 
in local processes. Despite the claim thai 
there was no “blue print” for the system 
the local fabrication of budgets cannot be 
entirely separated from its National origins. The 
issue of which level, consultant or specialty 
would be adopted became central to the 
process of fabrication. However, the choice 
made by the Steering Group was ambiguously 
expressed. 

Dr Alan Smith commented at a meeting of the 
Steering Group: “I understand that it had beer. 
agreed at the previous meeting that because o: 
the anxiety over consultant based budgets 
specialty based budgets would be introduced” 
Michael Burlington replied: “I thought it wa: 
agreed that we would collect data by consultan 
and only report it by specialty” (emphasi: 
added). Dr Alan Smith then stated: “It is crucia 
that for public consumption the managemen! 
budgets should be done by specialty”. Davic 
Birbeck agreed: “There are very few clinician: 
who are willing to be budget holders. If we 
push for doctor responsibility we won't ge 
very far”. Dr Alan Smith added: “I think thei 
prejudices will shift but the clinicians will no 
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accept full consultant based accounting at the 
moment”. a 

It is notable that the clinicians themselves, 
except for Dr Alan Smith, were largely excluded 
from the fabrication process in Osgood District. 
The exclusion of the clinicians and the reframing 
of the initiative as a specialty budgeting system 
was an attempt to withdraw management 
budgeting from the contested arena and the 
controversies that were still lively at the 
national level. Even the clinicians who were 
willing to try out the budgets were not shown 
or consulted about the first few trials of the - 
embryonic system. The emphasis was upon 
getting a workable system before the clinicians 
became involved, in the fear that otherwise_ 
they might undermine the work done on the~ 
system to date. Yet at the same time it became 
clear that some key champions of management 
budgeting had even more ambitious long-term 
aspirations. i 

Peter Hickson, the Chief Financial Planner at 
the Region, made it clear that the NHS was 
ultimately working towards the ideal of a 
patient-based costing system. Budgeting and 
even resource allocation might eventually be 
on the basis of broad categories of illnesses, 
called diagnosis related groups (DRGs). Such a 
system would have even further implications 
for control, resource allocation and account- 
ability. In this respect the Region were devel- 
oping a policy, which was rarely made explicit, 
to gradually introduce budgets, first at the level 
of specialty, then clinitian and finally at the 
disease category base. Practices at local level 
are producing new views of what management 
budgeting is and what its focus might be. 


Other sceptics and detractors 

Among the developers and formal proponents 
of the local management budgeting initiative 
some scepticism became apparent. The District 
had cut its administrative budget over the 
previous two years and staff turnover was high, 
particularly amongst accountants. In addition a 
number of other initiatives, notably the patient 
administration system (which itself was receiving 
public criticism) and a national initiative on 
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information systems more generally, competed 
heavily with the management budgeting initiative 
for computer space and time as well as for the 
time and expertise of skilled individuals. 

The apparent incoherence of the national 
initiative permitted a broader and more open 
expression of scepticism about the initiative 
and about the likelihood of its success. In this 


, respect some managers in the district began to 


articulate questions about principles and inten- 
tions of the initiative. For example, a new 
member of the task group asked what the 
purposes of management budgets were. Michael 
Burlington replied: “To manage resources by 
linking costs with activities”. To which the 
new member commented: “If you’re going to 
control expenditure ...”, but was interrupted 
by Michael Burlington: “No No! We never say 
that. It’s true, but we don’t say it”. 

This is not to imply that Michael Burlington 
was cynically obfuscating his views or that he 
rejected the notion of budgeting per se. Rather, 
he defined the importance of budgeting as: 


Feeding through information so we're not in a position 
where we overspend ... Having set the plans and 
budgeted for them we need to monitor performance. 
You have to support the call for better budgetary 
control (a term normally avoided). 


However, he suggested that: 


The Region has tried to down play the role of 
accountants, and has said it is a management informa- 
tion system and all this kind of baloney. But no matter 
how you look at it, it is an accounting system. So we’re 
trying to go along with that, but we've got our 
reservations. 


Peter Wells, the Information Officer, revealed 
his scepticism of the national rhetoric in the 
following statement: 


The general view is that this is yet another tool for cuts 
within the District. So no matter how cleverly one might 
attempt to disguise this in language that talks about 
improvements in services, what we are actually talking 
about in this District is achieving more for less money ... 


We can see, therefore, that not only did the 
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management budgeting initiative itself filter 
down to District level, so did many doubts, 
controversies and incoherencies. Moreover, the 
expression of doubts was not restricted to 
clinicians but also emerged within the fabric of 
the management structure. The public admis- 
sion of mistakes made by Ian Mills undermined 
the official position on management budgeting 
and effectively sanctioned open scepticism 
within the NHS at large. The open expression of 
doubts about the initiative in general became 
instrumental in further fabrications of manage- 
ment budgeting in the Osgood District and the 
rest of the NHS. 


Technicalities reinforce sceptics 

AS progress was made on mapping the 
hospital unit chosen to pilot the initiative in 
Osgood and on attempting to identify necessary 
developments in the information feeder systems,° 
we see the emergence of more specific and 
technical statements in the Task Management 
Group. This is consistent with Latour’s argu- 
ments (1987), previously discussed, about the 
use of increasing technical arguments as a 
means of isolating the sceptic. However, the 
technical arguments in this case reinforced 
scepticism rather than overcoming it. Networks 
and resources have not been secured. Discus- 
sions of technical statements were predominantly 
expressed in terms of concerns about the 
limited time and resources available for the 
initiative and the technical difficulties of applying 
information systems designed for one purpose 
to another purpose, namely management budget- 
ing. The proponents of a technology can lose 
their confidence in the original designs. 

At a meeting of the Task Management Group, 
Michael Burlington commented: 


We have been given a definite deadline for April 1987 
and I mean the whole site [and not just the three pilot 
specialities]. I think they [the Steering Group] have to 
match our efforts with resources and even then it would 
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be a tough target. I just don’t think the people on the 
Steering Group appreciate the problems. 


Peter Wells, the Information Officer, com- 
mented on the difficulties of modifying the 
existing information systems to become feeder 
systems for the managememt budgeting initiative: 


(> “ We have feeder information systems but they are not 
specifically designed to support management budgeting. 
~ It may look like we have it on paper but it won’t work in 

¢ practice. 


In both of these statements there is a sense 
that the Task Management Group is anticipating 
the ‘failure of the initiative, and shifting the 

Cause of possible failure away from itself 
towards the Steering Group. Latour (1987) 
emphasizes how the success of a technology 
is dependent on the building of networks 
of people and resources. The management 
budgeting initiative is failing to develop a 
network and the process of fabrication is 
collapsing. For example, the issue of limited 
resources was raised at the Steering Group by 
Michael Burlington: 


If we are going to implement then we must do it 
properly and I think that the additional investment in 
getting management budgets is worth it. 


David Birbeck said that he would request 
additional resources at the meeting of the 
District Health Authority (a lay body to which 
managers are formally accountable) but com- 
mented that “we do not have much hope of 
success. At a time of cuts a request for addi- 
tional administrative funds would simply provoke 
more shroud waving [from the doctors]”. 

Limited resources became central in negoti- 
ating for an extension of the timetable 
for implementation and contributed to the re- 
fabrication of the initiative. At the same Steering 
Group, Michael Burlington asked whether there 


é Mapping was used to define the process which outlined existing data flows and decision points. The feeder systems are 
those information flows that are required as input to the management budgeting software. 
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was: “any possibility of delaying the full imple- 
mentation until 1988 instead of April 19877. 

This request found little favour but provoked 
David Birbeck to ask: i 


is it possible to implement a less sophisticated system in 
1987 and develop it from there? I don’t think we havea 
cat in hell’s chance to do the whole thing by April. We 
must look at contingencies, we might have to choose a. 
simpler system to start in six months. Maybe in the first 
instance all we can do is to record patient numbers and 
the variable costs relating to them and maybe to begin 
with we should only report the information tto 
the consultants and not make them responsible for _. 
performance. 


Drawing upon the detailed information con- 
tained in the mapping report prepared by the> 
Task Management Group and the DST, David 
Birbeck commented: a 


I agree with the, mapping report as recommended. Line 
by line it explains what we need to do to implement 
management budgets but what we now must ask is what 
we can do and what-we must leave out. 


He passed the task of deciding this back to 
the Task Management Group. Its function had 
now been transformed from one of implementing 
a set of prescribed tasks, designed to achieve a 
particular form of management budgeting, into 
making policy decisions upon the scope and 
content of the initiative itself. Management 
budgeting continues to be fabricated but rather 
than the processes of extension, we are witnes- 
sing a restriction of thè initiative. The fabrica- 
tion of management budgeting in Osgood 
District rested in the hands of the members of 
the Task Management Group. Many policy 
issues were deflected by the Task Management 
Group away from the Steering Group with the 
intention of going ahead with the trials and 
learning from experience. 

For example the Unit General Manager of the 
trial hospital site suggested that the issues of 
virement (transfers of money from one budget 
category to another) and the use of flexible 
budgets (to deal with changing activity levels) 
should be decided as soon as possible. Michael 
Burlington responded: 
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I hope to gain from the experience of the trials to find 
the issues which need to be addressed. Virement is a 
very complex area, a pyramid of rules ... incentives are 
better than not, but they must be achievable and they 
must be payable. 


Virement and flexibility raise general issues 
relating to the use of management budgeting 
as a control system. With such possibilities, 


" managers will have more discretion and incen- 


tive to be adaptable and imaginative. With no 
virement or flexibility, however, control of cash 
limits may be enhanced. The nature of manage- 
ment budgeting, whether it be more a control 
system or more concerned with enabling local 
discretion, is now to emerge out of what is 
found to be possible in the experiments. 
Creating simple, prototype information systems 
allows virement rules to emerge from experi- 
ence. Yet such simple systems are acknowledged 
as risky in terms of overcoming the scepticism 
of the doctors; the management budgeting 
system may simply be seen as inadequate. 

In Latour (1987), the illustrations of the 
fabrication of scientific facts and technologies 
tend to be of what turn out to be successful or 
accepted facts and technologies. In the case of 
management budgeting we see how networks 
to help fabricate the accounting technology are 
not secured and the fate of the initiative is 
affected by the enduring scepticism of the 
potential users (both doctors and administra- 
tors). Further, as the fabrication proceeds, the 
definition of management budgeting evolves to 
include more and more issues, including not 
only information technology and accounting 
matters but also concerns about organizational 
structure and incentives. These extensions 
occur as the levels of resources and the 
commitment of people diminish or are chal- 
lenged, and the designers and advocates of 
the embryonic technology of management 
budgeting also begin to articulate their concerns. 


Fabricating management budgeting anew 

The announcement to limit the nature of the 
management budgeting initiative in Osgood 
District opened as follows: 
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in view of the constraints that have been placed on 
resources in terms of time, manpower and computer 
systems, 2 modified approach to management budgeting 
is proposed. In brief, major service areas would be 
allocated directly to budgets, with other services and 
departments allocated on a pro rata basis, to be refined 
later. General services would be treated as overheads 
and not allocated. 


The structure of the proposed system was““was unwilling to commit resources and effort 


based upon the availability of cost information‘ 


rather than encompassing all costs, including 
overheads, as prescribed in the 1985 Health 
Notice and the DST materials. In fact it was 
thought to be feasible only to directly allocate 
five major service areas to user budgets. These 
were medical and surgical, nursing, pathology, 
radiology and drugs. Moreover, the allocation 
base varied for each of the major service areas 
between individual clinicians and specialties. 
For example, drugs would be charged to 
individual clinicians, whereas medical staff 
would be charged to specialties. In addition, the 
method of allocation varied. Ward costs would 
be allocated on the basis of an average cost of a 
bed day for individual wards to reflect the 
variations between medical and surgical wards. 
In contrast, operating theatre costs would be 
charged on the basis of a “standard cost per 
operating session” which failed to recognize 
differences between major and minor surgery. 
Finally, only variable costs for radiology and 
pathology were charged, ignoring the alloca- 
tion of fixed costs which constituted the 
major cost component. Fabrication creates the 
management budgeting system; it is not already 
formed. 

We see, therefore, that the fabrication of 
management budgeting, first expressed in terms 
of the ideals of better patient care and more 
efficient utilization of resources, moved to the 
stage of elaborate technical specification of “the 
complete and ideal system” and its means 
of implementation. Finally, the fabrication of 
management budgeting at the position in the 
organization at which it would operate was 
conditioned by expediency and the currently 
available ad boc budgeting and costing systems 
it was intended to replace. In this respect, the 
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fabrication of management budgeting at the 
District level becomes premised upon a differen: 
set of assumptions and beliefs. These were 
conditioned in part by the lack of resources al 
District level but also by the controversies 
surrounding management budgeting, and the 
uncertainties and incoherence of the Nationa 
developments and statements. Osgood Districi 


~to the initiative until the NHS Management 
Board’s long promised redrafting of the initia. 
tive emerged. 

The fabrication of management budgeting at 
the District level continued in the absence o! 
guidance from the national level until Nóvember 
1986 when the long-awaited Health Notice 

C(puss HN(86)34) was circulated to the Regions 
and Districts. Interestingly, many of the processes 
of fabrication involved in the January 1985 
Health Notice are recognizable in the 1986 
version. For example, it is stated: 


the basic principles stated in the earlier report [on 
management budgeting} still stand and are reflected in 
the new approach ... [T]he overriding aim of introducing 
management budgeting is ... to enable the NHS “to give 
a better service to patients, by helping clinicians anc 
other managers to make better informed judgements 
about how the resources they control can be used tc 
maximum effect”. But the experience of the first and 
second generation sites demonstrates very clearly the 
difficulty in creating the conditions in which these 
principles can be applied. It is this above all which the 
new approach seeks to overcome (DHSS HN(86)34, 
p. 2). E 

t 


However, the form of management budgeting 
has been restructured. The initiative is now 
called “Resource Management” and is describec 
as “a new approach to management budgeting’ 
(DHSS HN(86)34, p. 1). This is intended to be z 
significant redesignation, putting the stress on 
management rather than on budgeting. Under- 
pinning the new initiative was the emphasis 
upon case-mix costing, which would take into 
account variations in the mix of patients who 
are treated by clinicians. Moreover, six new 
sites were already identified to pilot the new 
initiative. 
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These sites have been deliberately selected as hospitals 
where doctors and nurses are already centrally involved 
in the management process. They will be geared to the 
introduction of patient case-mix planning and costing 
and will be supported from the outset by management 
development and training programmes (HN(86)34). 


The initiative bad evolved into one which 
would be consistent with the diagnosis related 
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the coming months and that all 260 major 
acute hospitals in England are to commence 
implementation of Resource Management by 
April 1992.” Fabricating a failure can thus be 
seen as also providing the conditions for 
recommencing the fabrication process and 
attending to the building of networks not yet in 
place (in this case concerning the organiza- 


group (DRG) based systems used and devel-~.tional and professional conditions in which 


oped in the U.S.A. It would appear that the 
proponents of management budgeting in the 
senior levels of the NHS had decided to invest 
more effort and resources into an initiative 
which could not only become an aid for 
resource allocation in the hospital but could 
also be used to penetrate medical practice (ice 
by comparisons of costs of different clinicians- 
for the same types of patients) and to fund the 
NHS more generally (based on standard costs 
for agreed volumes and mixes of treatments). 
Such radical visions connect to more general 
debates about “bringing the market” into the 
NHS. s 

The 1986 Health Notice suggests that the 
process of fabrication had not only failed 
to create a network of people (particularly 
doctors) who would use, support and make use 
of the accounting technology, but also the 
emergent discourses about the changing func- 
tions, purposes and nature of the technology 
made it sensible to rename it to reflect 
its new image. Shifting the purpose to the 
management of trenine (through case mix 
accounting) rather than the control of doctors, 
and conceiving of the initiative in terms of 
medical participation and organizational devel- 
opment, rather than accounting and budgeting, 
the refabrication in terms of resource manage- 
ment sought to mitigate against the sceptical 
reaction of doctors. 

The extent of the success of introducing 
Resource Management can be gauged by the 
fact that in March 1989 the Department of 
Health was able to announce that 50 hospitals 
are to prepare for resource management in 


ts, 


’management budgeting can be applied). 


The refabrication implied increased resourcing 
and new approaches to the design and imple- 
mentation of many of the local schemes, such as 
that in Osgood District. It is unsurprising that 
the altered focus, the changing role for doctors 
and the more elaborated national scheme did 
not connect well with the Osgood District’s 
fabrication of management budgeting. Concep- 
tions there focused increasingly on constrained 
resources, the need for limited budget develop- 
ments and the use of budgeting for the control 
of expenditures. 

The 1986 Health Notice gave some advice to 
Regions and Districts who at present kad their 
own initiatives. For example: 


Regional Health Authorities are asked to ensure that all 
authorities review their existing plans for introducing 
better financial planning and control systems at Unit 
level, and to ensure that they are compatible with the 
overall strategy described in this Notice ... In some 
Districts where fundamental difficulties have been 
encountered, or medical and nursing staff had been 
seriously antagonized, there may be a case for suspending 
management budgeting development for the time being 
(HN (86)34). 


Such advice may be seen as an attempt 
to reclaim the fabrication of management 
budgeting by the NHS Management Board. In 
some respects the failure of the initial pilot 
sites and the period of incoherence in the 
national initiative had effectively surrendered 
the development of management budgeting to a 
multiplicity of local initiatives around the 
country. 


7 Rea & Cooper (1989) examine this later resource management initiative. 
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We leave Osgood District with the Steering 
Group deciding whether the advice in the 
Health Notice related to them. Clinicians had 
not been unduly antagonized by their efforts. 
Yet the Chief Financial Planner of the Region 
(who was also head of the DST) was appointed 
as co-ordinator of the six new pilot sites and the 
members of the DST were left questioning their 


role in the management budgeting initiative, 


and indeed their continued existence. 

The black box of management budgeting had 
not been closed. The relationship between 
local and national initiatives was not fully 
articulated. The process of fabrication, attempting 
to overcome sceptics, building networks of 
support, elaborating meanings, and changing 
understandings of its use, continues. Fabricating 
resource management was about to start, this 
time with economic reasoning more firmly 
entrenched in the NHS and with clearer 
conceptions of what the technology might be. 
Success is not doubted but the nature of the 
technology remains uncertain. 


CONCLUSIONS 


Our study of the fabrication of a budgeting 
system begins before the management budgeting 
initiative becomes an established practice and 
before it is taken for granted by the organiza- 
tional participants. In this way we were able to 
examine some of the processes involved in its 
fabrication. We examined how debates about 
conditions facing the NHS — about levels of 
funding, modes of management, responsibilities 
of doctors and administrators — become trans- 
lated into an initiative to develop a budgeting 
system which utilizes the concepts and reasoning 
of economics and decision making. The crea- 
tion of a national initiative is quite different, 
however, from the development of operating 
systems and organizational and social conditions 
conducive to the operation of such systems. 
Resistance and scepticism occurs from the 
outset and is a central element in the fabrica- 
tion process. 

Fabrication recognizes that the development of 
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budgeting systems is a fragile and uncertain activ- 
ity and that resistance not only impedes and con- 
strains the process, but also shapes it in specific 
ways designed to overcome the scepticism. 
Further, machinations, rhetoric, and appeals to 
other seemingly legitimate activities (e.g. science 
atid experimentation, managerial practices in the 
private sector of the economy) are also signi- 


~“ ficant elements of the fabrication process. 


Despite all the elaborate fabrications, in this 
case management budgeting does not become 
an‘established fact. Networks are not fully set in 
place, doctors are not fully convinced of the 
arguments, managers are faced with alternative 
demands on their time and resources, informa- 

tion systems do not necessarily connect to the 

“proposed designs of the systems. Thus our 
account of the fabrication of management 
budgeting is also an illustration of the problems 
of fabrication and the difficulty of making 
budgeting systems appear as unexceptional 
facts of organizational life. Yet we should 
recognize that even the designation of an 
episode as a success or a failure is itself a 
fabrication. For, despite the official designation 
of management budgeting as a failure, the DHSS 
maintained and even intensified the pressure to 
achieve the same ends by means of a modified 
initiative. 

The NHS is a unique organization with many 
characteristics specific to it. However, the 
study of the attempt to introduce management 
budgeting reveals a number of issues which 
might provoke insight’ -into the origins and 
operation of control systems, including accoun- 
ting and budgeting systems, in other organiza- 
tions. By examining the fabrication process in 
the NHS, which does not have a strong tradition 
of elaborate accounting and budgeting systems 
for internal management purposes, we have 
been able to more clearly see the nature ol 
scepticism to systems of financial calculation 
and an articulation by the sceptics of the 
possible effects of such systems on the mode ol 
operation of the hospital. Rather than reflecting 
an organizational reality, these sceptics recog. 
nize that organizations may themselves be 
transformed by accounting systems. 
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Although there are criticisms that can be 
made of the model of fabrication which we 
use in this study, we believe that focusing 
on general processes makes the NHS case of 
more general interest. In particular, it provided 
a basis for questioning the typical highly 
sanitized rationales for the form of accounting 
control practised in particular organizations. 
For example, contingency theorists, 
as Waterhouse & Tiessen (1978), Macintosh- 
(1981) and Otley (1980) would claim that the 
form of accounting depended on environmental 
conditions. Even when the relationship between 
organization and environment is regarded as a 
dialectical one (Neimark & Tinker, 1986), such 
theories provide little insight into the processes_ 
by which changing environments, changing- 
operating technologies and changing accountirig 
systems interact. Although accounting systems 
may be contingent, our argument is that they 
are contingent in much more specific ways than 
suggested by the broad characterizations of 
environment offered in conventional contin- 
gency theory. Such broad characterizations 
cannot explain the particular form, or changing 
nature, of accounting systems. 

Similarly, even though agency theory has 
been offered as a descriptive theory of manage- 
ment accounting (Tiessen & Waterhouse, 1983), 
it too cannot explain the modes of creation of 
specific accounting systems and the manner in 
which such systems change. Further, agency 
theorists explain the nature of accounting and 
budgeting systems in-‘terms of the pre-given 
interests of principals and agents, yet our 
analysis suggests that interests are discovered 
through the fabrication process, may shift 
through the fabrication of budgeting systems, 
and do not exist independently of them. A final 
example of theories which provide an inadequate 
explanation for the form of accounting practised 
are those which depict the strategies of managers, 
consultants or systems designers as well 
ordered and/or predetermined (Armstrong, 
1985; Kaplan, 1984). Although such actors may 


such’: 
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indeed have strategies, our study suggests that 
what they are being strategic about, and the 
final technology which is produced, are just as 
much the result of the actions and reactions 
of others as of the designers themselves. 
Managerial intentions may provide some guide 
to the general direction of the development of 
accounting technologies. But these intentions 


„have to be understood as being in an interplay 
' with other parties involved in budgeting systems 


— the fabrication of budgets is an inherently 
social process. 

Latour (1987) suggests that the end product 
of the fabrication process is a black box. Black 
boxing occurs when facts and artifacts cease to 
be the subject of critical evaluation but, rather, 
are unquestioningly accepted and taken for 
granted. Arriving before the black box is sealed 
and examining the fabrication of accounting 
systems emphasizes the value of focusing on 
both the technological artifact, for example 
budget documents, and the social conditions 
which surround and indeed infuse these arti- 
facts. We would argue for a need for studies of 
the creation of accounting systems. A need to 
examine the assumptions of system designers 
and their taken for granted views of the world, 
the purposes of accounting and the nature of 
organizational practices. Just as the study of 
science has moved into the laboratory (Latour 
& Woolgar, 1979) so it may be fruitful if 
students of accounting in action also examined 
the practices and discourses of management 
consultants, systems analysts, software engineers 
and designers, and accountants involved in 
fabricating accounting and budgeting systems. 
And just as the fate of a scientific fact or a 
technology rests in the actions of others, so 
students of accounting may wish to build on 
studies of the use and modification of such 
accounting systems, paying attention to the 
interconnections between the technology and 
social factors, examining the networks of use, 
elaboration and modification of accounting and 
budgeting systems. 


FABRICATING BUDGETS 
BIBLIOGRAPHY 


Anderson, D., Lait, J. & Marshland, D., Breaking the Spell of the Welfare State (London: Centre for Policy 
Studies, 1981). 

Armstrong, P., Changing Management Control Strategies: the Role of Competition Between Accountancy 
and the Organizational Professions, Accounting, Organizations and Society (1985) pp. 129-148. 
Ashmore, M., Mulkay, M. & Pinch, T., Health and Efficiency (Milton Keynes: Open University Press, 

1989). 

Berry, A. J., Capps, T., Cooper, D., Ferguson, P. , Hopper T.. & Lowe, E. A., Management Control in an Area 
of the NCB: Rationales of Accounting Practices i ina Public Enterprise, Accounting, Organizations and 
Society (1985) pp. 3—28. 

Bijker, W. E., Hughes, T. P. & Pinch, T. (eds), rhe ‘Social Construction of Technological Systems 
(Cambridge, MA: MTT Press, 1987). i 

Bloor, D., Knowledge and Social Imagery (London: Routledge & Kegan Paul, 1976). 

Bourn, A. M. & Ezzamel, M. A., Costing and Budgeting in the NHS, Financial Accountability and 
Management (Spring 1986a) pp. 53-71. 

Bourn, A. M. & Ezzamel, M. A., Organizational Culture in Hospitals in the NHS, Financial Accountability 
and Management (Autumn 1986b) pp. 203-225. ° 

British Medical Journal, From the CCCMCH, Griffith: “Dismay and Disillusion” Among Community 
Physicians, British Medical Journal (September 1985) p. 835. 

British Medical Journal, Editorial: Management Budgeting i in the NHS, British Medical Journal (January 
1985) p. 175. 

Brooks, R. E. (ed.), Management Budgeting in the NHS (University of Keele: Health Service Manpower 
Review, 1986). 

Brown, R. G. S., Reorganising the National Health Service (Oxford: Blackwell, 1979). 

Bruns, W. H. & Kaplan, R. S., Accounting & Management: Field Study Perspectives (Boston: Harvard 
Business School Press, 1987). 

Burchell, S., Clubb, C. & Hopwood, A. G., Accounting in its Social Context: Towards a History of Value 
Added in the U.K. Accounting, Organizations and Society (1985) pp. 381—413. 

Burrage, M., Nationalization and the Professional Ideal, Sociology (1973) pp. 253—272. 

Chandler, A. D., Jr & Daems, H., Administrative Coordination, Allocation and Monitoring: a Comparative 
Analysis of the Emergence of Accounting and Organization in the U.S.A. and Europe, Accounting, 
Organizations and Society (1979) pp. 3—20. 

Cooper, D. J., A Social and Organizational View of Management Accounting, in Bromwich, M. & Hopwood, 
A. (eds), Essays in British Accounting Research, pp. 178—205 (London: Pitman, 1981). 

Covaleski, M. A. & Dirsmith, M. W., The Use of Budgetary Symbols in the Political Arena: an Historically 
Informed Field Study, Accounting, Organizations and Society (1988) pp. 1—24. 

Day, P. & Klein, R., Central Accountability and Local Decision Making: Towards a New NHS, British 


Medical Journal (June 1985) pp. 1676—1677. g 
Department of Health and Social Security, NHS Management Inquiry (The Griffiths Report) (London: 
HMSO, October 1983). G 


Department of Health and Social Security, Health Circular HC (84)13; Health Services Management: 
Implementation of the NHS Management Enquiry Report (London: HMSO, June 1984). 

Department of Health and Social Security, Health Notice HN (85)3; Health Services Management: 
Management Budgeting in tbe NHS. Interim Report on Progress and Proposal for Future 
Development London: HMSO, January 1985). 

Department of Health and Social Security, Health Notice HN (86)34; Health Services Management: 
Resource Management (Management Budgeting) in Health Authorities (London: HMSO, November 
1986). 

Doyal, L. & Pennell, 1., The Political Economy of Health (London: Pluto Press, 1979). 

Evans, T., Griffiths — The Right Prescription (London: CIPFA-AHST, 1983). 

Giddens, A., The Constitution of Society (Cambridge: Polity Press, 1984). 

Glover, I., Kelly, M. & Martin, G., Managerialism, Microprocessors and the National Health Service (Paper 
Prepared for the Fifth Annual UMIST/Aston Conference on the Organization of the Labour Process, 
1987). 

Gough, I., State Expenditures in Advanced Capitalism, New Left Review (1975). 

Gramsci, A., Selection from the Prison Notebooks (London: Lawrence & Wishart, 1971). 


59] 


592 


A. PRESTON et al. 


Hall, S., The Hard Road to Renewal (London: Verso, 1988). 

Hofstede, G., The Game of Budgetary Control (Assen, The Netherlands: Van Gorcum, 1968). 

Hopper, T., Cooper, D., Lowe, T., Capps, T. & Mouritsen, J., Management Control and Worker Resistance 
in the National Coal Board: Financial Control in the Labour Process, in Knights, D. & Willmott, H. C. 
(eds), Managing the Labour Process, pp. 109-141 (Aldershot, Hants: Gower, 1986). 

Hopwood, A. G., An Accounting System and Managerial Behaviour (Farnborough, Hants: Saxon House, 
1973). 

Hopwood, A. G., The Archaeology of Accounting Systems, Accounting, Organizations and Society 
(1987) pp. 207—234. 

IEA (Institute of Economic Affairs Ltd.), Monoboby< or Choice in Health Services (London: IEA, 1964). 

Johnson, H. T. & Kaplan, R. S., Relevance Lost: the Rise and Fall of Management Accounting (Boston: 


Harvard Business School Press, 1987). 7 
Kaplan, R. S., The Evolution of Management Accounting, The Accounting Review (July 1984) 
pp. 390-418. 2 


Klein, R., The Politics of the National Health Service (London: Longman, 1983). 

Latour, B., Give Me a Laboratory and I will Raise thé World, in Knorr-Cetina, K. & Mulkay, M. (eds), 
Science Observed: Perspectives on the Social Study of Science (London: Sage, 1983). 

Latour, B., Science in Action (Cambridge, MA: Harvard University Press, 1987). 

Latour, B. & Woolgar, S., Laboratory Life: The Social Construction of Scientific Facts (London: Sage, 
1979). --2 

Lehman, C. & Tinker, T., The “Real” cra Significance of Accounts, Accounting, Organezations and 
Soctety (1987) pp. 503—522. 

Macintosh, N., A Contextual Model of Information Systems, Accounting, Organizations and Society 
(1981) pp. 39-52. 

MacKenzie, D. & Wajcman, J. (eds), The Social Shaping of Technology (Milton Keynes: Open University 
Press, 1985). 

McCloskey, D., The Rhetoric of Economics (Madison: University of Wisconsin, 1985). 

Mercer, G., Corporatist Ways in the NHS?, in Harrison, M. L. (ed.), Corporitism and the Welfare State 
(Aldershot: Gower, 1987). 

Miller, P. & O'Leary, T., Accounting and the Construction of the Governable Person, Accounting, 
Organizations and Society (1987) pp. 1-31. 

Mulkay, M., Pinch, T. & Ashmore, M., Colonizing the Mind: Dilemmas in the Application of Social Science, 
Social Studies of Science (1987) pp. 231—256. 

Navarro, V., Class Struggle, The State and Medicine (London: Martin Robinson, 1978). 

Neimark, M. & Tiriker, T., The Social Construction of Management Control Systems, Accounting, 
Organizations and Society (1986) pp. 369-396. 

Otley, D. T., The Contingency Theory of Management Accounting: Achievement and Prognosis, 
Accounting, Organizations and Society (1980) pp. 413-428. 

Perrin, J., Resource Management in the NHS (Wokingham: Van Nostrand Reinhold (U.K.) in association 
with Health Service Management Centre, 1988). 

Pinch, T., Mulkay, M. & Ashmore, M., Clinical Budgeting: Experimentation in the Social Services: a Drama 
in Five Acts;Accounting, Organizations and Society (1989) pp. 271-301. 

Pollitt, C., Harrison, S., Hunter, D. & Marnoch, G., The Reluctant Managers: Clinicians and Budgets in the 
NHS, Financial Accountability and Management (Autumn 1988) pp. 213-233. 

Public Finance and Accountancy, News Editorial, DHSS Director of Finance Admits: “We Made 
Mistakes”, Public Finance and Accountancy (February 1986) p. 3. 

Rea, D. & Cooper, D. J., Struggling with Accounting and Reason (School of Management, UMIST: 
Unpublished paper, 1989). 

Rendall, M., Clinical Freedom and Management Accountability, British Medical Journal (1985) 
pp. 982-983. 

Robson, K. & Cooper, D. J., Power and Management Control, in Chua, W. F., Lowe, T, & Puxty, T. (eds), 
Critical Perspectives in Management Control, pp. 79-114 (London: Macmillan, 1989). 

Royal Commission on the NHS, Management of Financial Resources in the National Health Service, 
Research Paper Number 2 (London: HMSO, 1978). 

Royal Commission on The National Health Service, Report Cmnd. 7615 (London: HMSO, 1979). 

Simons, H. W. (ed.), Rhetoric in the Human Sciences (London: Sage, 1989). 

Tiessen, P. & Waterhouse, J. H., Towards a Descriptive Theory of Management Accounting, Accounting 
Organizations and Society (1983) pp. 251-268 


FABRICATING BUDGETS 593 


Tomlinson, J., British Macroeconomic Policy Since 1945 (London: Croom Helm, 1985). 

Waterhouse, J. H. and Tiessen, P., A Contingency Framework for Management Accounting Research, 
Accounting, Organizations and Society (1978) pp. 65—76. 

Wickings, L, Coles, J., Flux, R. & Howard, L., Review of Clinical Budgeting and Costing Experiments, 
British Medical Journal (1983) pp. 575—578. 

Wildavsky, A., The Politics of tbe Budgetary Process (Boston: Little Brown, 1974). 

Wilding, P., Professional Power and Social Welfare (London: Routledge & Kegan Paul, 1982). 


Accounting, Organizations and Society, Vol. 17, No. 6, pp. 595—612, 1992. 


Printed in Great Britain 


0361—-3682/92 $5.00+.00 
Pergamon Press Ltd 


DETERMINANTS OF CORPORATE SOCIAL RESPONSIBILITY DISCLOSURE: 
AN APPLICATION OF STAKEHOLDER THEORY 


ROBIN W. ROBERTS 
School of Accountancy, University of Missouri-Columbia 


oe 


Go 
Abstract 


A lack of sufficient theoretical support for models designed to explain corporate social responsibility activity 
led Ullmann (Academy of Management Review, 1985, pp. 540-577) to develop a framework for predicting 
corporate social activity based on a stakeholder theory of strategic management. This study empirically tests 
the ability of stakeholder theory to explain one specific corporate social responsibility activity — social 
responsibility disclosure. Results support this application, finding that measures of stakeholder power, 
strategic posture, and economic performance are significantly related to levels of corporate social disclosure. 


Ullmann (1985) critically evaluated prior 
research in the area of corporate social respon- 
sibility and concluded that several deficiencies 
exist in the current body of corporate social 
responsibility research. Foremost in his critique 
was the lack of a comprehensive social respon- 
sibility theory sufficient to explain why corpora- 
tions engage in social responsibility endeavors. 
He argues that this lack of a comprehensive 
theory is responsible for the conflicting results 
of many studies. A conceptual framework was 
developed by Ullmann (1985) as sufficient to 
explain the relationships among social dis- 
closure, and social and economic performance. 
This framework is based upon the stakeholder 
approach to strategic management that was 
forwarded by Freeman (1983) and others, in 
which conflicting external demands on the firm 
may be addressed. Some recent studies in the 
social responsibility area have recognized the 
role of stakeholders in influencing corporate 
decisions (e.g. McGuire et al., 1988), but have 
not attempted to explicitly test stakeholder 
influences as determinants of the level of 
corporate social responsibility activity. The 
purpose of this study is to operationalize the 
stakeholder framework presented by Ullmann 
and empirically test the effect of overall firm 
strategy on one type of social responsibility 


1 
i — 


activity — social responsibility disclosure. The 
present study improves on prior research by 
predicting the level of corporate social dis- 
closure within a comprehensive theoretical 
framework and by adopting independent, third- 
party evaluations as measures of ‘the level of 
corporate social disclosure. 

The remainder of the paper is organized ds 
follows. The next two sections discuss prior 
research in the area of corporate social respon- 
sibility and stakeholder- theory. Thereafter, 
consideration is given to Ulimann’s framework 
for analyzing social responsibility disclosures. 
The social responsibility disclosure model de- 
signed to test Ullmann’s framework is then 
explained and the sample- is described. The 
results of the empirical tests and the conclu- 
sions and limitations of the study are presented 
in the final sections of the paper. 


PRIOR RESEARCH ON CORPORATE SOCIAL 
RESPONSIBILITY 


Prior research has defined corporate social 
responsibility activities as policies or actions 
which identify a company as being concerned 
with society-related issues. Studies have exam- 
ined corporate social responsibility activities in 
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many areas including the following categories: 
(1) the environment, (2) affirmative action 
programs, (3) equal employment opportunity 
policies, (4) community involvement, (5) pro- 
duct safety, (6) policies toward South Africa, 
(7) energy policies, and (8) social responsibility 
disclosure (CEP, 1986; Cowen et al., 1987). 
Studies of relationships among social disclosure, 
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forwarded by Keim, Belkaoui, and Watts and 
Zimmerman into a model of corporate social 
responsibility disclosure. 


Economic consequences and information 
content studies 

Studies on the effects of corporate social 
responsibility activities on firm value have 


> N . : 
social performance, and economic performance-~ produced mixed results. Some studies have 


of corporations include philosophical treatises..; reported beneficial 


on businesses’ inherent responsibilities to 
society, research regarding the economic con- 
sequences or information content of social 
responsibility activities and studies of the 
determinants of social responsibility disclosures.’ 
Each stream of research is reviewed below. a 


The social responsibilities of business = —~’ 

During the 1960s and 1970s the relationship 
between business and society was re-examined 
and with that re-examination emerged new 
theories regarding corporate responsibilities to 
society (Dierkes & Antal, 1986). Steiner (1972), 
Davis (1973) and others proposed that diffusion 
of corporate ownership made the traditional 
manager—owner model of the business entity 
misspecified. They argued that although busi- 
ness is, fundamentally, an economic institution, 
larger firms exert significant influence in society 
and have responsibilities to use some economic 
resources in an altruistic manner to aid in 
meeting social goals. 

Keim (1978b) argued that social responsibility 
activities may be consistent with wealth max- 
imization motives of-the firm. He stated that as 
society changes societal constraints on business 
activity also change. In a social environment 
that expects all corporations to exhibit concern 
for social goals, corporations that do not may be 
punished. Similar conclusions were reached by 
Belkaoui (1976) and Watts & Zimmerman 
(1978). Stakeholder theory provides an avenue 
in which to integrate the hypotheses regarding 
corporate social responsibility activities 


effects while others 
have concluded that the effects are negative or 
inconsequential. Belkaoui (1976) investigated 


«the information content of pollution control 


disclosures by developing portfolios of disclos- 
ing and nondisclosing firms. His results supported 
an ethical investor hypothesis that rewarded 
companies for acting in a socially responsible 
manner, The findings of some additional studies 
produced results consistent with the notion 
that corporate social responsibility activities 
impact on the financial markets (Spicer, 1978a, 
b; Anderson & Frankle, 1980; Shane & Spicer, 
1983). 

Some studies replicated earlier research and 
found conflicting results. Frankle & Anderson 
(1978) rejected Belkaoui’s interpretation and 
argued that nondisclosing firms had consistently 
performed better than the market. In a similar 
manner, Chen & Metcalf (1980) disagreed with 
Spicer’s conclusions arguing that the results 
were driven by spurious correlations. In re- 
sponse, Spicer (1980) stated that Chen and 
Metcalf misinterpreted the purpose of his study 
emphasizing that associations, not causal rela- 
tionships, were being investigated. 

Ingram (1978) concluded that the informa- 
tion content of social responsibility disclosures 
was conditional upon the market segment with 
which a firm is identified, while Alexander & 
Buchholz (1978) and Abbott & Monsen (1979) 
found no significant relationship between a 
corporation’s level of social responsibility acti- 
vities and stock market performance. Chugh et 
al. (1978), Trotman & Bradley (1981) and 


1 In addition to developing a stakeholder framework for analyzing corporate social responsibility activities, Ullmann (1985) 


provides a detailed discussion of prior research in the area. 
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Mahapatra (1984) concluded that corporate 
social responsibility activities may lead to 
increased systematic risk. 

These studies were conducted prior to 
Ullmann (1985) and are subject to his criticism 
that empirical research in corporate social 
responsibility has not developed a solid theo- 
retical foundation. While some studies extended 
earlier work through methodological improve- , 
ments or by sampling from a different popula- 
tion of companies, theoretical advances were 
not substantial. 


Determinants of social responsibility 
activities 

Cochran & Wood (1984) used corporate 
social responsibility rankings developed by 
Moskowitz (1972) to test the relationship 
between corporate social responsibility activi- 
ties and firm performance. After controlling for 
industry classification and corporate age, a 
weak, positive association between social re- 
sponsibility activities and financial performance 
was found. Mills & Gardner (1984) concluded 
in their analysis of the relationship between 
social disclosure and financial performance that 
companies are more likely to disclose social 
responsibility expenditures when their finan- 
cial statements indicate favorable financial 
performance. 

Cowen et al. (1987) examined the relation- 
ships between several corporate characteristics 
and specific categories of social responsibility 
disclosures. Company size, industry classifica- 
tion, profitability, and the presence of a corporate 
social responsibility committee were hypothes- 
ized as potential influences on corporate social 
disclosure. The results of a multiple regression 
analysis concluded, in general, that company 
size and industry classification are associated 
with corporate social disclosures. McGuire et 
al. (1988) used Fortune magazine’s ratings of 
corporate reputations to analyze the relation- 
ships between perceived corporate social respon- 
sibility performance and financial performance. 
Prior financial performance of the firms, as 
measured by both stock market returns and 
accounting-based measures, were found to be 
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more closely related to corporate social re- 
sponsibility than was subsequent financial per- 
formance. McGuire et al. (1988) suggested that 
financial performance may be a variable in- 
fluencing social responsibility activities. 
Conclusions drawn from this. stream of 
empirical research were generally consis- 
tent with the theoretical model developed by 


- Ullmann (1985), but none of the studies 
provided a comprehensive theory to predict 


corporate social performance or disclosure. 
McGuire et al. (1988) reference stakeholder 


- considerations but do not incorporate measures 
_ Of stakeholder power or strategic posture into 


their empirical tests. 


= 


Vise STAKEHOLDER THEORY 


The stakeholder concept 

Freeman (1984) defines a stakeholder as “any 
group or individual who can affect or is affected 
by the achievement of the firm’s objectives”. 
Stakeholders of the firm include stockholders, 
creditors, employees, customers, suppliers, 
public interest groups, and governmental bodies. 
Ansoff (1965) was the first to use the term 
“stakeholder theory” in defining the objectives 
of the firm. A major objective of the firm was to 
attain the ability to balance the conflicting 
demands of various stakeholders in the firm. 

Freeman (1983) categorized the develop- 
ment of the stakeholder. concept into a cor- 
porate planning and business policy model and 
a corporate social responsibility model of 
stakeholder management. The corporate plan- 
ning and business policy model of the stake- 
holder concept focuses on developing and 
evaluating the approval of corporate strategic 
decisions by groups whose support is required 
for the corporation to continue to exist. The 
behavior of various stakeholder groups is 
considered a constraint on the strategy that is 
developed by management to best match 
corporate resources with its environment. In 
this model stakeholders are identified as cus- 
tomers, owners, suppliers and public groups 
and are not adversarial in nature. 
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The corporate social responsibility model of 
stakeholder analysis extends the corporate 
planning model to include external influences 
on the firm that may assume adversarial posi- 
tions. The adversarial groups are characterized 
as regulatory or special interest groups con- 
cerned with social issues. The corporate social 
responsibility model allows a strategic planning 


model to adapt to changes in the social - 


demands of nontraditional power groups. 

Freeman (1983) discusses the dynamics of 
stakeholder influences on corporate decisions. 
A major role of corporate management is to 


assess the importance of meeting stakeholder | 


demands in order to achieve the strategic 
objectives of the firm. As the level of stake- 
holder power increases the importance of 
meeting stakeholder demands increases, also. 
From Freeman’s model, Ullmann (1985) de- 
veloped a conceptual model of corporate social 
responsibility activities. Thus, Ullmann pro- 
vides a conceptual basis for studying corporate 
social responsibility activities in a stakeholder 
framework. Ullmann concluded that. stake- 
holder theory provides an appropriate justifica- 
tion for incorporating strategic decision 
making into studies of corporate social respon- 
sibility activities. The Ullmann model is dis- 
cussed in detail in the next major section of the 
paper. > 
Applications of stakebolder theory 
Stakeholder theory has been applied to 
analytical and empirical analyses of the firm and 
the environment in-which the firm operates. 
The proposition that stakeholder interests may 
conflict wads tested by Sturdivant (1979). He 
used a survey to compare the social responsibility 
attitudes of activist group leaders and corporate 
managers. As hypothesized, there were signifi- 
cant differences between attitude scores of 
activists and corporate managers. The scores 
indicated that activists were stronger in their 
beliefs that businesses should be responsive to 
social issues. Sturdivant concluded that cor- 
porate management should not necessarily 
change their beliefs to conform to those of 
stakeholders, but managers should consider 
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conflicting stakeholder interests when planning 
corporate strategy. 

In a study of strategic performance, Chakra- 
varthy (1986) discussed the inadequacy of 
traditional profitability measures as indicators 
of strategic performance and proposed the use 
of a stakeholder satisfaction measure. He argued 
that well-adapted firms (i.e. firms whose strategic 


performance is considered excellent) realize 
_ i that co-operation of a firm’s multiple stake- 


holder groups is a “necessary condition for 
excellence”. A Fortune magazine survey of 
‘corporate reputations in which stakeholder satis- 
faction was considered was cited by Chakravarthy 
as supporting his contention. 

Cornell & Shapiro (1987) discuss the role of 
stakeholders other than investors and managers 
in the development of a firm’s financial policy. 
They contend that a firm issues “implicit 
claims” to non-investor stakeholders that must 
be considered when developing a firm strategy 
regarding capital structure. Implicit claims, 
such as uninterrupted service to customers, 
cannot be separated from a firm’s business 
dealings and impact a firm’s total risk (ie. 
expected cash flows). Barton et al. (1989) 
empirically tested Cornell and Shapiro’s asser- 
tion that stakeholder theory may be used to 
explain cross-sectional variations in firms’ capital 
structures. Using a diversification strategy vari- 
able to proxy for a stakeholder construct, they 
found empirical results consistent with stake- 
holder predictions. Their research, along with 
the other studies reviewed, provides evidence 
that stakeholder theory is a viable approach to 
predicting and explaining management behavior. 


ULLMANN’S FRAMEWORK 


Ullmann (1985) concluded that corporate 
social responsibility models developed in prior 
research are misspecified because the relation- 
ship of firm strategy to the social responsibility 
decision has not been incorporated into the 
empirical tests. He developed a contingency 
framework for predicting levels of corporate 
social responsibility activity and disclosure 
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based on the stakeholder concept formalized by 
Freeman (1984). Ullmann’s framework is con- 
sistent with the conceptual view of corporate 
social reporting discussed by Dierkes & Antal 
(1985), that publicly disclosed information 
regarding corporate social responsibility activi- 
ties provides a basis for dialogue with various 
business constituencies. 


Ullmann (1985) presents a three-dimensional - 


model as sufficient to explain almost all correla-: 
tions among social disclosure and social and 
economic performance. Stakeholder power is 


discussed as the first dimension of the model; ~ 


explaining that a firm will be responsive to the 
intensity of stakeholder demands. A stakeholder’s 
(e.g. owners, creditors, or regulators) power to 
influence corporate management is viewed as a 
function of the stakeholder’s degree of control 
Over resources required by the corporation 
(Ulimann, 1985). The more critical stakeholder 
resources are to the continued viability and 
success of the corporation, the greater the 
expectation that stakeholder demands will be 
addressed. If social responsibility activities are 
viewed as an effective management strategy for 
dealing with stakeholders, a positive relation- 
ship between stakeholder power and social 
performance and social disclosure is expected. 

As will be discussed below evidence suggests 
that social responsibility activities are useful 
in developing and maintaining satisfactory rela- 
tionships with stockholders, creditors, and 
political bodies. Developing a corporate reputa- 
tion as being socially responsible, through 
performing and disclosing social responsibility 
activities, is part of a strategic plan for managing 
stakeholder relationships. 

The second dimension of the model is the 
firm’s strategic posture toward corporate social 
responsibility activities. Strategic posture de- 
scribes the mode of response of a company’s 
key decision makers concerning social demands. 
Ullmann dichotomizes strategic posture as 
active or passive. A company whose manage- 
ment tries to influence their organization’s 
status with key stakeholders through social 
responsibility activities possesses an active 
posture. If a company’s management is not 
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continuously monitoring its position with stake- 
holders and is not developing specific programs 
to address stakeholder influences, then the 
company is perceived to possess a passive 
Strategic posture. Thus, the more active the 
Strategic posture the greater the expected 
social responsibility activities and disclosures. 

The model’s third dimension concerns the 
company’s past and current economic perfor- 


-mance. The importance placed on meeting 


social responsibility goals may be secondary to 
meeting the economic demands that impact 
directly on a company’s continued viability. 


_ Economic performance directly affects the 


financial capability to institute social responsi- 
bility programs, Therefore, given certain levels 
of stakeholder power and strategic posture, 
the- better the economic performance of a 
company, the greater its social responsibility 
activity and disclosures. 


i 


. THE SOCIAL DISCLOSURE MODEL 


The-empirical tests in this study use measures 
of stakeholder power, strategic posture toward 
social responsibility, and economic performance 
to predict cross-sectional variations in one 
corporate social responsibility activity — cor- 
porate social responsibility disclosure. It is 
also hypothesized that ‘in constructing the 
model, a time lag between measures of the 
explanatory factors and social disclosure is 
necessary. This lag is necessary due to: (1) the 
dynamic nature of strategic planning, (2) the 
focus of stakeholder theory on meeting the 
long-term interests of stakeholders, (3) the 
empirical findings of Cowen et al. (1987) and 
McGuire et al. (1988), and (4) the fact that 
social disclosures relate primarily to past social 
responsibility activities. 

The empirical form of the model is: 


SOCDIS,, = bo + bı + bz (PSH) 
+ bz (inPAC,,.,) + bs (DERATIO i¢-1) 
+ bs (PUBAFF,,-1) + bg (FOUND, 1) 
+ bz (MGRROE; 1) + bg (BETA; 1) 
+ bo (AGE; +1) + bio (INDEFF; e1) 
+ bı; CAnSIZE, 1) + ey 
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where: 

bo, by = intercept terms; y 

SOCDIS = level of corporate social respon- 
sibility disclosure for firm 7 in 
period £; 0 = poor, 1 = good, 2 = 
excellent; 

PSH = percentage of ownership in firm 7 
held by management and share- 
holders holding more than 5% of 
common stock at periodt— 1; 

PAC = dollars contributed by firm 7 to 


its corporate political action com- - 


mittee in period ¢ — 1; 
DERATIO = average debt to equity ratio for. 
firm 7 in period ¢ — 1; 


PUBAFF = average number of corporate 
public affairs staff members _ 
employed by firm ż in period ¢ — 1; 

FOUND = sponsorship of a philanthropic-, 


foundation by firm 7 in period 
t — 1; FOUND = 1 if a corporate 
philanthropic foundation exists. 
Otherwise, FOUND = 0; 
MGRROE = average annual change in return 
on equity for firm in period £ — 1; 
= market model measure of syste- 
matic risk for firm 7 at period t — 1; 
= age of corporation at period 
#-1; , 
= presence of firm 7 in a high 
profile industry at period £ — 1; 
INDEFF = 1 if a corporation is part 
of a high profile industry. 
Otherwise, INDEFF = 0; 
= average revenues of firm 7 in 
~ period ¢ — 1. 


BETA 
AGE 


INDEFF 


SIZE 


In the empirical tests, period ¢ represents the 
years 1984-1986. For the independent vari- 
ables PSH, BETA, AGE, and INDEFF, t — 1 
represents 1984. For PAC, DERATIO, MGRROE, 
and SIZE, ¢ — 1 represents the years 1981— 
1984. The period ¢ — 1 represents the years 
1983-1984 for the variables PUBAFF and 
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FOUND.” Logarithmic transformations of the 
variables PAC and SIZE are used when estimat- 
ing the social disclosure model. The transfor- 
mation is performed because variables with 
observations that are large in absolute amounts 
can overwhelm other variables during the 
logistic regression iteration process. A COM- 
plete description of the variables used in the 


~ model is presented in Table 1. 


Dependent variable 


The dependent variable for the social dis- 
“closure model (SOCDIS) is adapted from an 


, extensive analysis of the social responsibility 


activities of 130 major corporations that was 
published by the Council on Economic Priori- 
ties (CEP) in 1986. The CEP analysis resulted in 
a rating of each corporation’s level of disclosure 
of social responsibility activities from 1984 to 
1986. This extensive search by the CEP involved: 
(1) direct communication with each company, 
(2) a review of corporate annual reports, 10K 
reports, and proxy statements, (3) an in-depth 
study of newspapers, magazines, and other 
publications, and (4) an analysis of secondary 
information sources such as The Taft Corporate 
Giving Directory, the National Directory of 
Corporate Charity, and the National Data Book. 

The CEP evaluated each corporation’s social 
disclosure performance and a rating of a = 
excellent, c = good, or f = poor was deter- 
mined. If a corporation included in the sample 
received an “a” rating from the CEP, the 
dependent variable SOCDIS is set equal to 2. Ifa 
company received a CEP rating of “c”, SOCDIS 
is set equal to 1, and for an “f” rating SOCDIS is 
set equal to 0. 

Wiseman (1982) found significant discrepan- 
cies between some corporate social disclosures 
and actual corporate social responsibility activi- 
ties. This led Ullmann (1985) to conclude that 
voluntary corporate disclosures should not be 
used as proxies for social responsibility per- 
formance. By evaluating many alternative sources 


2 The National Directory of Corporate Public Affairs is the source for data relating to the variables PUBAFF and FOUND. 
This directory was not published before 1983. Therefore, PUBAFF and FOUND are limited to two years of data. 


SOCIAL RESPONSIBILITY DISCLOSURE 


Fe 


601 


TABLE 1. Description of variables 





Variable 
name (expected sign) 


Dependent variable 
SOCDIS (n.a.) 


Independent variables 
Stakeholder power 
PSH (—) 


Description 


% of corporation owned by management and by individual 


Data 
source 


Evaluation of corporate social disclosures 1984-1986. SOCDIS Council on 
= 0 if disclosure is poor; 1 if good, 2 if excellent 


Economic Priorities 


ne 


Proxy statements 


shareholders owning more than 5% of outstanding shares in 1984 


PAC (+) 


DERATIO (+) 


Strategic posture 


Natural log of the dollars contributed by corporate PACs to 
political campaigns 1981-1984 f 


Average debt to equity ratio 1981—1984 
pen 


Council on 
Economic Priorities 


Compustat 


c . 
PUBAFF (+) Average size of corporate public affairs staff 1983—1984 National Directory 
A of Corporate Public 
. Affairs 
FOUND (+) FOUND = 1 if corporation sponsors a philanthropic foundation National Directory 
in 1983 & 1984; else FOUND = 0 of Corporate Public 
Affairs 
Economic performance ra 
MGRROE (+) Average annual change in return on equity 1981-1984 Compustat 
BETA (—) Beta for 1984 computed using market model with 60 month Compustat 
estimation period 
Control variables 
AGE (+) Age of corporation in 1984 ` ` Compustat 
INDEFF (+) INDEFF = 1 if corporation is in the automobile, airline, or oil Council on 
industry; else INDEFF = 0 Economic Priorities 
SIZE (+/—) Natural log of average revenues 1981—1984 ~ Compustat 


to corroborative evidence regarding corporate 
social disclosure, the CEP ratings provide an 
improved measure of both the level and the 
reliability of corporate social responsibility 
disclosure. 


Independent variables 

The independent variables used in the empir- 
ical tests represent the level of stakeholder 
power, the strategic posture toward social 
‘responsibility activities, or the economic per- 
formance of a corporation. The proxies selected 
to represent these hypothesized influences on 
corporate social responsibility disclosures are 
discussed in this section. 


‘Stakeholder power variables. Three stake- 
holder power variables are included in the 
social disclosure model. The variable PSH 


represents the potential stakeholder power of 
passive investors (i.e. stockholders). The vari- 
able PAC provides a measure of governmental 
(i.e. political, legislative, or regulatory) risks 
faced by corporations and DERATIO proxies for 
potential creditor influences. The rationale for 
the selection of these proxies and their relation- 
ship to corporate social responsibility disclosures 
is presented below. 


Stockholder power. Keim (1978a) stated that as 
the distribution of ownership of a corporation 
becomes less concentrated, the demands placed 
on the corporation by share owners becomes 
broader. Disperse corporate ownership, espe- 
cially by investors concerned with corporate 
social activities (e.g. social responsibility mutual 
funds, church and civic pension plans, and 
ethical investors), heightens pressure for 
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management to disclose social responsibility 
activities (Ullmann, 1985). The variable PSH 
represents the percentage of outstanding com- 
mon stock held by corporate management and 
by other individuals who own 5% or more of 
the stock. Following from Keim and Ullmann, it 
is hypothesized that the wider the dispersion 
of corporate ownership the better the corpora- 


tion’s social responsibility disclosures. Thus, an 


inverse relationship is predicted between PSH 
and the dependent variable SOCDIS. 


Governmental and regulatory influences. 
Freeman (1984) discussed the role of legisla- 


tive bodies as corporate stakeholders. Watts & 


Zimmerman (1978) developed a political costs 
hypothesis to argue that corporations employ 
social responsibility activities to reduce the risk 
of governmental intrusions, such as regulation, 
that may adversely affect firm value. The 
political costs hypothesis and the stakeholder 
concept both recognize the ability of govern- 
ment to have an impact on corporate strategy 
and performance. Thus, government can be 
viewed as a corporate stakeholder whose 
interests must be addressed by management. 
Higher levels of perceived governmental in- 
fluence on corporate activity would be ex- 
pected to lead to a greater effort by management 
to meet expectations of government. Social 
responsibility disclosures may be used by 
management as a strategy designed to satisfy 
government demands. 

Prior accounting research has relied on a 
corporate size variable to proxy for the impact 
of political activity on corporate strategy. Size 
has been ‘criticized as a proxy for political 
exposure because it is correlated with many 
other corporate characteristics. This study uses 
corporate political action committee contribu- 
tions from 1981-1984 as an indicator of 
government stakeholder power. Corporate 
political activity has been described as a set of 
managerial decisions designed to increase the 
firm’s competitive advantage in the political 
arena, and political action committee contribu- 
tions have been specifically discussed as a major 
type of strategy (Keim & Zeithaml, 1986; Keim 
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& Baysinger, 1988). Keim & Zardkoohi (1988) 
concluded that political action committee con- 
tributions may serve as protection against 
future political risks or to influence enactment 
of favorable legislation. In an analysis of environ- 
mental regulation, Hahn (1990) concluded that 
environmental policy decisions result from a 
struggle between key interest groups and 
specified industry influences as a critical com- 
-ponent in the process. Hahn’s conclusions 
provide further support for a comprehensive 
approach to analyzing pollution control ex- 
“penditures and corporate social responsibility 
activities. 

These studies in corporate political activity 
and environmental regulation infer that cor- 
porate political action committee contributions 
result from a corporate strategy designed to 
manage political risks. It follows that relatively 
larger amounts of corporate political action 
committee contributions result from manage- 
ment perceptions of higher regulatory and 
political pressure, and that social responsibility 
disclosures will more likely be of interest to 
regulatory agencies and political groups. Thus, 
it is hypothesized that PAC is directly related to 
the dependent variable SOCDIS. 


Creditor influences. Creditors control access to 
financial resources that may be necessary for 
the continued operation of a corporation. 
Ullmann (1985) posited that if a corporation 
perceives stakeholders as concerned with social 
responsibility activities the corporation will 
have greater incentives to disclose its activities. 
Stakeholder analysis has been used in prior 
research to explain corporate decisions regard- 
ing financial policies (Cornell & Shapiro, 1987; 
Barton et al., 1989). The analyses concluded 
that capital structure decisions are part of an 
overall corporate stakeholder strategy and that 
creditors are important stakeholders whose 
influences should be managed. 

It follows that the greater the degree to 
which a corporation relies on debt financing to 
fund capital projects, the greater the degree 
to which corporate management would be 
expected to respond to creditor expectations 
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concerning a corporation’s role in social re- 
sponsibility activities. To test the hypothesis 
that the level of corporate social responsibility 
disclosure is directly related to the degree to 
which a corporation is leveraged, the variable 
DERATIO is included in the social disclosure 
model. DERATIO is defined as the corporation’s 
average debt to equity ratio for 1981 to 1984. 
The debt to equity ratio is chosen as a measure 
of creditor stakeholder power because it cap- 
tures the importance of creditors as stake- 
holders relative to equity investors. DERATIO is 
expected to have a direct relationship to the 
level of corporate social disclosure. a 

Strategic posture variables. Hatten et al. 
(1978) define corporate strategy as relating to 
the goals and objectives of the firm regarding 
the products it offers, the markets it will serve, 
and the environment in which it will operate. 
Bowman & Haire (1975) discussed corporate 
social responsibility from a strategic posture 
perspective. Ullmann (1985) discusses the role 
of strategy in defining how a corporation may 
respond to social demands. An active strategic 
posture toward social demands is expected to 
result in greater social responsibility activities.’ 
Two variables included in the social disclosure 
model to test the relationship between strategic 
posture toward social responsibility disclosure 
and the level of corporate social responsibility 
disclosures are discussed below. 


Public affairs staff. Corporate public affairs 
departments are developed to initiate and 
monitor corporate policy regarding public 
relations, community affairs, governmental affairs, 
and issues management (Marcus & Kaufman, 
1988). Marx (1990) and Blair (1986) emphas- 
ized the importance of integrating public affairs 
management into corporate strategic planning 
decisions. Due to corporate public affairs 
departments’ success in helping maintain com- 
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petitive advantages, the public affairs function 
has been legitimized and corporate support 
increased (Marcus & Kaufman, 1988). Public 
affairs activities are designed to build long-term 
rapport and goodwill with various stakeholders, 
‘and to protect or enhance revenues by control- 
jing business and political risks. 

Given how prior studies have defined the 
mission of corporate public affairs departments, 
it follows that corporations that assume an 
active strategic posture toward social respon- 
sibility activities would establish and support 


`a public affairs staff. The hypothesis that 


corporations with relatively larger public affairs 


` departments will have higher levels of social 


responsibility disclosure is tested through the 
variable PUBAFF. PUBAFF represents the aver- 
age size of the corporation’s public affairs staff 
during 1983—1984. 
Philanthropic foundation. Corporate contri- 
butions to charity are generally considered 
social responsibility activities (Rosebush, 1987). 
Navarro (1988) developed a formal structural 
model in which corporate contributions to 
charity are also consistent with a profit maxim- 
ization objective. Profit motives consistent with 
charitable giving include: (1) promotion of the 
firm’s image in order to help insulate the firm 
from unfavorable tax or regulatory policies; (2) 
educational support in order to increase the 
long-run labor supply of skilled employees; 
(3) an increase in goodwill support by cus- 
tomers; and (4) other promotional considera- 
tions that may reduce operational and capital 
costs (Navarro, 1988). The motives presented 
above describe anticipated responses from key 
stakeholders when information concerning 
corporate charitable contributions is disclosed. 
Rosebush (1987) argued that charitable 
contributions are more effective when the 
Strategy for corporate giving is organized 
and well executed. Corporate sponsored phil- 


3 As a reviewer pointed out, an “active” strategic posture toward social responsibility could imply an overt policy of 
minimizing corporate social activities. I use the term “active strategic posture” to define a corporate strategy in which the 
corporation portrays a positive stance toward social responsibility activities. 


} 


aa 


604 


anthropic foundations are established for this 
specific purpose. Because corporate charitable 
giving can be considered a strategic tool for 
managing stakeholders and organized giving 
provides an effective method for monitoring 
this activity, the existence of a corporate 
sponsored charitable foundation is used as “a 
measure of corporate strategic posture towards 
social responsibility disclosure. The indepen- 
dent variable FOUND equals one if the firm 
sponsors a foundation during 1983—1984 and is 
expected to be directly related to a corpora- 
tion’s level of corporate social responsibility 
disclosure. 

Economic performance variables. Belkaoui 
(1976), Ingram (1978), Mahapatra (1984), 
McGuire et al, (1988) and others have empiric- 
ally tested the relationship between corporate 
social disclosure and economic performance. 
While some of the tests have controlled for firm 
size, industry classification, or systematic risk, 
the social disclosure/economic performance 
association has not been investigated empirically 
in a comprehensive social disclosure framework. 
In this study, an accounting-based measure 
(MGRROE) and a stock-market-based measure 
(BETA) of economic performance are employed 
to test the impact of prior economic performance 
on a company’s level of corporate social 
responsibility disclosure. 


Return on equity. Sustained growth in economic 
returns to equity investors is a primary goal that 
is common to all corporate managers. Trends in 
earnings-based measures of economic perform- 
ance, such as return on equity, are frequently 
used in evaluating the performance of corporate 
officers. Given that in periods of low profitability 
economic demands take priority over discre- 
tionary social responsibility expenditures, satis- 
factory financial performance has a definite 
influence on the level of support top corporate 
decision makers can commit to future social 
responsibility activities (Ullmann, 1985). Thus, 
stakeholder theory predicts a positive associa- 
tion between accounting-based measures of 
prior economic performance and corporate 
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levels of social responsibility disclosure. The 
average annual percentage change in a firm’s 
return on equity from 1981 through 1984 
(MGRROE) is included in the social disclosure 
model to test for this positive relationship. 


Systematic risk. Systematic risk is defined as the 
covariance between returns on a risky asset 
(e.g. a corporation’s common stock) and market 
portfolio, divided by the variance of the market 
portfolio (Copeland & Weston, 1983). Corpo- 
rations that have low measures of systematic 
risk are expected to have higher levels of social 


> a: ee 
_-responsibility activities for at least two reasons. 


First, corporations exhibiting low systematic 
risk have a more stable pattern of stock market 
returns. Given that economic considerations 
influence corporate decision makers regarding 
social responsibility activities, stable economic 
performance should enhance a corporation’s 
ability to commit to involvement in social 
responsibility endeavors. Second, because re- 
search suggests that social responsibility activi- 
ties may improve a firm’s access to capital and 
increase employee morale and productivity 
(Moskowitz, 1972; McGuire et al., 1988), 
market participants may view socially respon- 
sible firms as better managed and, thus, less 
risky. Disclosures of social responsibility activi- 
ties would then provide information that the 
market uses in establishing firm value. 

For the reasons stated above, corporations 
with low systematic risk are expected to have 
higher levels of corporate social responsibility 
disclosure. A measure of a firm’s systematic risk 
(BETA) is included in the estimation of the 
social disclosure model. It is expected that 
BETA is inversely related to SOCDIS. 


Control variables. Results of prior studies 
have found significant relationships between 
company size, the age of a corporation, industry 
classification, and social responsibility activities. 
While no theory was forwarded to explain 
these empirical associations, prior research 
suggests that corporate size, industry classifica- 
tion and corporate age are likely to act as 
intervening variables and should be controlled 
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for in empirical tests (Cochran & Wood, 1984; 
Ullmann, 1985; Cowen et al., 1987). In addi- 
tion, arguments can be made that corporate age 
and industry classification represent some aspect 
of stakeholder power, strategic posture, and/or 
economic performance. 


Age. As a corporation matures, its reputation 
and history of involvement in social responsibility 
activities can become entrenched.‘ Stakeholder 
expectations regarding sponsorship and in- 
volvement could make any drastic change in 


corporate strategy very costly. Sponsorship: 
withdrawal could signal to stakeholders that thè- 


corporation expects financial or managerial 
disturbances. The age of each corporation in 
1984 is included in the model through the 
variable AGE and is expected to be directly 
related to SOCDIS.* 


Indusiry classification, Industry classifications 
used in prior research may have captured some 
systematic relation between broad industry 
characteristics, such as intensity of competi- 
tion, consumer visibility, or regulatory risk, and 
social responsibility activities. Studies have 
used samples from the metals, oil, chemical, 
electronic computing, food processing, airline, 
and numerous other industries in analyses of 
corporate social disclosures either because of 
data availability or because of a perception that 
the particular industry faced unique social 
pressures. In this study, as in prior studies, the 
approach to controlling for possible industry 
effects is rather ad hoc. Of the seven industries 
included in the sample used in this study, the 
automobile, airline, and oil industries have the 
most intuitive appeal as industries with con- 
sumer visibility, a high level of political risk, and 
concentrated, intense competition. Thus, if a 
sample company is identified with one of these 
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high -profile industries, the variable INDEFF is 
sét equal to one. If a company belongs to the 
food, health and personal products, hotel, or 
appliance and household products industry, 
INDEFF is set equal to zero. Corporations in 
‘high profile industries are expected to have 
higher levels of social responsibility disclosures. 


Company size. Company size has been suggested 
in several studies as a correlate of the level of 
corporate social responsibility activity. These 
studies posited that corporate size would be 
‘related to social responsibility activities be- 


, cause larger companies are more likely to be 


scrutinized by both the general public and 
socially sensitive special interest groups. In 
addition, larger companies (1) may have more 
shareholders interested in corporate social 
activity, and (2) are more likely to use formal 
communication channels to relate results of 
social endeavors to interested parties (Cowen 
et al, 1987). 

Although Ullmann (1985) does not incorpo- 
rate company size into his stakeholder frame- 
work, variables used to represent stakeholder 
power or strategic posture dimensions (e.g. size 
of public affairs staff, dollars contributed to 
corporate political action committees) may be 
correlated with company size. To control for 
possible corporate size effects, the variable SIZE 
is included in the logistic regression. SIZE is 
defined as the corporation’s average revenues 
during 1981—1984. 


SAMPLE SELECTION AND DESCRIPTION 


Companies used to estimate the social dis- 
closure model are drawn from 130 major 
corporations that were investigated in 1984, 
1985 and 1986 by the Council on Economic 


4 Navarro (1988) uses Texaco’s sponsorship of the Metropolitan Opera broadcasts and AT & T’s support of the public 
affairs program, the MacNeil—Lehrer News Hour, as examples of well-known corporate sponsorship. 


ŽA precise measure for the age of a corporation is difficult due to the possibility of mergers, reorganizations, and/or 
significant changes in business activities. The Compustat measure supplies a consistent application of an age calculation 


method. 
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Priorities (CEP). The CEP studies focus on-large 
Fortune 500 companies because, in general, 
these companies are influential in establishing 
corporate trends in the social responsibility 
area. Seven industry categories were represented: 
(1) the automobile industry, (2) the food 
industry, (3) the health and personal care 
industry, (4) the airline industry, (5) the oil 
industry, (6) the hotel industry, and (7) the 
appliance and household products industry. 
The results of their study were published in a 
book entitled Rating America’s Corporate 


Conscience (1986). Previous CEP reports have 
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use the 1986 CEP report in evaluating levels of 
corporate social disclosure. As discussed pre- 
viously, the CEP investigators rated the level 
of corporate social responsibility disclosures 
for each company included in their study. Data 
for the dependent variable in the social dis- 
closure model (SOCDIS) were taken from the 
1986 CEP report. 

In addition to the information provided by 
the CEP, financial and ownership data were 
required to test the social disclosure model. 
Financial statement information was taken from 


~.the 1981, 1982, 1983, and 1984 COMPUSTAT 


been used extensively in social responsibility, -files and used to calculate the variables DERATIO, 


research (Spicer, 1978; Chen & Metcalf, 1980; 
Shane & Spicer, 1983). This study is the first to 


MGRROE, AGE, and SIZE. The monthly stock 
price data necessary to compute a measure of 


TABLE 2. Descriptive statistics for independent variables by level of social responsibility disclosure 


Part A: Continuous variables pi 


Companies with poor Companies with good Companies with excellent 


Independent Variable social disclosure social disclosure social disclosure 
variables name (n= 26) (n = 14) (n = 40) 
Mean’ S.D. Mean S.D. Mean S.D. 

Percentage of ownership held PSH _. 19.488 26.943 11.659 16.403 9.417 16.588 
by management and principal 
shareholders in 1984 ; 
Contributions to Corporate PAC ~ 57,652 85,292 89,221 65,854 83,982 88,149 
political action committee for 
1981—1984 ($) 
Average debt/equity ratio for DERATIO 1.719 1.395 0.941 1.767 1.967 5.108 
1981—1984 - 
Number of public affairs staff PUBAFF 8.731 10.332 14.143 8.465 14.188 12.642 
members in 1984 
Average growth in return on MGRROE ~22.519 131.352 7.918 20.920 27.835 111.032 
equity for 1981—1984 (%.) 
Market model measure of BETA 0.860 0.338 0.715 0.299 0.693 0.293 
systematic‘risk (beta) in 1984 
Age of corporation from AGE 53.346 25.197 65.785 28.412 71.075 23.314 
inception to 1984 (years) 
Average revenues 1981-1984 SIZE 5500.4 9482.6 13,2710  17,075.4 10,479.4 19,665.4 
(million $) 
Part B: Indicator variables 

Companies with poor Companies with good Companies with excellent 
Independent Variable social disclosures social disclosures social disclosures 
variables name (n = 26) (n = 14) (n = 40) 

Number (%) Number (%) Number (%) 
Corporate sponsor of a FOUND 8 (31) 11 (79) 29 (73) 
philanthropic foundation 
High profile industry status INDEFF 11 (42) 8 (57) 20 (50) 


ag ee 
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i: D 
TABLE 3. Pearson correlation coefficients 
SOCDIS PSH PAC DERATIO PUBAFF FOUND MGRROE BETA AGE INDEFF 
PSH* -0.172+ p $ 
(0.12) 
PAC 0.172 —0.226 a 
(0.12) (0.04) i 
DERATIO 0.037 0.083 0.086 
(0.73) (0.45) (0.44) 
PUBAFF 0.206 —0.269 0.356 —0.090 
(0.06) (0.02) (0.01) (0.43) 
FOUND 0.361 —0.031 0.138 —0.220 0.256 
(0.01) (0.78) (0.22) (0.05) (0.02) 
MGRROE 0.203 0.097 —0.312 ~0.105,"—0.036 0.161 
(0.07) (0.38) (001) (0.35). (0.74) (0.15) 
BETA —0.231 0.390 0.036 0.286 ~0:058 —0.176 —0.064 
(0.03) (0.01) (0.74) (0.01) (061) (0.11) (0.56) 
AGE 0.303  —0.020 ~—0.029 —0.184 0.163 0.216 0.033 —0.152 
(0.01) (0.85) (0.79) (0.10) (0.14) (0.05) (0.76) (0.17) 
INDEFF 0.061 ~—0.003 0.012 -0.108 ~0.190 /-0.173 —0.041 -0.144 —0.142 
(0.59) (0.97) (091) (0.34) (0.09) (0.12) (0.72) (0.20) (0.21) 
hd 
SIZE 0.120 —0.274 0386 0.089 0.72% 0.156 ~-0.101 —0.155 0177 —0.104 
(0.29) (0.01) (0.01) (043) (001) (0.17) (037) (0.17) (012) (0.36) 


*See Table 1 for a complete description of the variables. 


= 
d 


$ 


ł The top number represents the degree of correlation and the Bottom number represents the level of significance. 


each firm’s systematic risk (BETA) was taken 
from the COMPUSTAT files, also. The data for 
the variable PSH were gathered from each 
company’s 1984 proxy statements, and the 1986 
CEP report contained the information necessary 
for the variables PAC and INDEFF. Information 
for PUBAFF and FOUND came from the National 
Directory of Corporate Public Affairs (Close & 
Colgate, 1983, 1984). Of the 130 corporations 
profiled by the CEP, 80 met the data require- 
ments of the study. Twenty-six of the companies 
included in the sample were rated by the CEP 
as having poor social disclosure. Fourteen of the 
companies received good social disclosure 
ratings and 40 companies were rated as excellent. 

Table 2 presents the descriptive statistics for 
the independent variables for each category of 
social disclosure. Table 3 presents the bivariate 
correlations between the CEP evaluation of 
corporate social disclosure and measures of 
stakeholder power, strategic posture toward 
social responsibility activities, economic per- 
formance, and control variables. 


— 


All bivariate correlations between SOCDIS 
and the independent variables possess the 
expected sign. The strategic posture variables 
PUBAFF and FOUND, the economic performance 
variables MGRROE and BETA, and the control 
variable AGE are all significantly correlated (p 
value < 0.10) with the dependent variable. 

Correlations between independent variables 
provide no indication that an unacceptable 
level of multicollinearity is present in the data. 
Farrar & Glauber (1967) concluded that harm- 
ful levels of multicollinearity were not present 
until bivariate correlations reached 0.8 or 0.9. 
In this study no correlations between indepen- 
dent variables reach this level, however, the ` 
correlation between company size (SIZE) and 
the number of public affairs personnel (PUBAFF) 
is 0.727. To further test for potential multi- 
collinearity problems an OLS regression was 
used to generate variance inflation factors for 
the independent variables in the social dis- 
closure model. Marquardt (1970) concluded 
that multicollinearity is a potential problem if a 
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Y X . 
TABLE 4. Logistic regression results for the social responsibility disclosure model 


Dependent variable-£ rating of corporate social responsibility disclosures for 1984—1986 


Independent P Variable Expected Parameter Standard Chi-square 
variable 5 name / Sign estimate error Statistic 
Percentage of ownership held by PSH ae —0.013 0.015 0.74 
management and principal W 

shareholders for 1984 y 

Contributions to corporate PAC + 0.058 0.033 3.02** 
political action committee for 

1981—1984 

Average debt/equity ratio for DERATIO “+ 0.166 0.105 2.51* 
1981—1984 f sA 

Corporate public affairs staff PUBAFF R, 0.048 0.038 1.63* 
members in 1984 D 

Corporate sponsor of a FOUND wot 1.255 0.545 5.30*** 
philanthropic foundation 

Average growth in return on MGRROE : + 0.007 0.004 3.41** 
equity for 1981—1984 

Market model measure of BETA ` = —1.118 0.872 1.64* 
systematic risk (beta) for 1984 > =S 

Age of corporation since AGE J + 0.030 0.011 7.63*** 
inception as of 1984 \ 

High profile industry status INDEFF B + 1.033 0.548 3.55** 
Average revenues 1981-1984 SIZE J A y —0.413 0.330 1.56 

bo - na. 0.931 2.613 0.13 

bi : p; n.a. —0.132 2.611 0.00 


Model chi-square = 34.29 with 10 d.f., si 


gnificant at less than the 0.001 level; R = 0.296. 


One-tailed tests (except for intercept terms): *** significant at 0.01 level; ** significant at 0.05 level; * significant at 0.10 


level. 
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variance inflation factor exceeds 10.0. In this 
analysis, the variance inflation factors for the 
SIZE and PUBAFF variables were 2.33 and 2.36, 
respectively. The OLS findings mitigate, to some 
extent, multicollinearity concerns. 


ANALYSIS OF THE RESULTS 


Estimation of the social disclosure model 
The empirical model was estimated using 
logistic regression and is significant at the 0.001 
level with a Chi-square score statistic of 34.29. 
The coefficient of correlation for the logistic 
regression (R) is 0.296 and is interpreted in a 
manner similar to that in OLS regression. The 
estimation of the model is presented in Table 4. 


As can be seen by analyzing Table 4, all three 
stakeholder power variables (PSH, PAC, and 
DERATIO) possess the expected signs. PAC is 
significant at the 0.05 level and DERATIO at the 
0.10 level. The strategic posture variables 
(PUBAFF and FOUND) have the expected 
positive relationships to levels of corporate 
social disclosure, with PUBAFF significant at the 
0.10 level and FOUND significant at the 0.01 
level. MGRROE and BETA, the economic per- 
formance variables, are significantly related to 
SOCDIS at the 0.05 and 0.10 level, respectively. 
Of the model’s three control variables, AGE and 
IND have the expected positive relationship to 
SOCDIS and are significant at the 0.01 and 0.05 
level. MSALES possesses a negative sign and is 
not significant. 


SOCIAL RESPONSIBILITY DISCLOSURE 


Discussion of research findings 

The results of the empirical tests are of 
interest for several reasons. First, the significance 
of the model provides evidence that stake- 
holder theory is an appropriate foundation for 
empirical analyses of corporate social dis- ‘ 
closure and that factors other than economic 
performance are important in social respon- 
sibility disclosure research. Second, the results 
support the argument that current period levels 
of social responsibility disclosure relate to prior 
period measures of economic performance, 
stakeholder power, and strategic posture to 
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variables representing corporate sponsorship of 
a philanthropic foundation (FOUND) and the 
size of the corporation’s public affairs depart- 
ment (PUBAFF) implies that an active posture 
toward social responsibility leads to greater 
“levels of social disclosure. This finding supports 
arguments forwarded in the fifth section that 
were based on Rosebush (1987) and Navarro 
(1988). 

The results also indicate that corporations 
éxhibiting relatively strong economic per- 
formance in prior periods, as measured by 
“growth in return on equity (MGRROE), are 


ward social responsibility activities. Also, the- more likely to have high current levels of social 
significance of individual variables supports disclosure. This is consistent with Ullmann’s 
arguments regarding relationships between social notion that acceptable levels of economic 
disclosures and specific empirical measures of performance are necessary before company 


Ullmann’s constructs. 

Given that prior research views corporate 
political action committee contributions as a 
major part of corporate political strategy (Keim 
& Zeithaml, 1986; Keim & Baysinger, 1988), 
the significance of PAC suggests that corpora- 
tions confronted with a high level of political 


resources will be devoted to meeting social 
demands. The significant, negative relationship 
fotind between the level of corporate social 
disclosure and systematic risk (BETA) provides 
evidence that companies with less stable pat- 
terns of stock market returns are relatively less 
likely’ to commit resources to social activities. 


exposure are more likely to disclose social The results of this study concerning the 
responsibility activities. It suggests that social relationship ‘between economic: performance, 
responsibility disclosures and political action systematic risky and social responsibility dis- 
committee contributions may be aspects of an closure also support the empirical findings of 


overall corporate strategy for managing govern- 
ment stakeholders. The significance of DERATIO 
complements the empirical findings of Barton 
et al. (1989) regarding stakeholder considera- 
tions in planning corporate financial policy. In 
addition, it supports the contention that social 
responsibility disclosures may be viewed by 
management as a way to meet certain creditor 
stakeholder expectations. The lack of significance 
for the stockholder power variable PSH does 
not support the proposition that widespread 
stock ownership increases corporate incentives 
to make social responsibility disclosures. The 
finding that dispersion of stock ownership is not 
significantly related to the level of social 
disclosure may be explained by limitations of 
the PSH measure. Other measures of dispersion 
of stock ownership could produce a different 
outcome. 

The significance of the strategic posture 


McGuire et al. (1988). 

Suggestions that corporate age and industry 
classification may act as intervening variables in 
empirical tests regarding social responsibility 
activities are supported by the results pre- 
sented in this study (Ullmann, 1985; Cochran & 
Wood, 1984). These findings may be explained 
in part by the arguments that age and industry 
status are macro-level proxies for aspects of 
stakeholder power, strategic posture toward 
social responsibility, or economic performance. 
Additional work is needed to improve our 
understanding of the empirical associations 
between corporate age and industry classifica- 
tion and levels of social disclosure. 


CONCLUSIONS AND LIMITATIONS 


The purpose of this study was to empirically 
test a stakeholder theory analysis of the deter- 
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minants of corporate social responsibility -dis- 
closure. The empirical results support a stakeholder 
theory approach to analyzing corporate social 
decisions and are consistent with the frame- 
work developed by Ullmann (1985). . `n 

The results of this study provide strong’ 
evidence that applications of stakeholder 
theory to empirical corporate social respon- 
sibility research can move future research in 
this area beyond ad hoc analyses relating 
-corporate social responsibility actions to selected 
corporate’ characteristics. Stakeholder theory 
forms a theoretical foundation in which to ` 
analyze the impact of prior economic per- 
formance, strategic posture toward social. ré- 
sponsibility activities, and the intensity: of 
stakeholder power on levels of corporate social 
disclosure. The empirical results may enhance 
the descriptive power of future models. de- 
signed to predict or explain corporate social 
responsibility actions by providing insights i into 
social, political, and economic external pres- 
sures that probably influence corporate social 
responsibility decisions. 

Several new directions for future, research are 
suggested by:the findings of this stiidy. First, the 
influence of other types of: stakeholders on 
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levels of corporate social disclosure could 
be tested. In addition to shareholders, creditors, 
and legislative bodies, Freeman (1984) in- 
cluded customers, suppliers, and special in- 
terest groups as corporate stakeholders. This 
study could also be replicated using direct 
measures of corporate social performance as 
the dependent variable. Finally, the stakeholder 
model could be adapted to investigate specific 
types of social disclosure along the lines 
suggested by Cowen et al. (1987). 

The findings of this study are subject to 
‘several limitations. While extensive efforts 


_pwere made to develop accurate proxies for 


the stakeholder power, strategic posture, 
and economic performance dimensions of the 
social disclosure model, data constraints may 
limit the construct validity of the selected 
variables. Likewise, the empirical tests were 
performed on large, U.S.-based corporations 
and may limit the generalizability of the 
findings. Finally, given the exceedingly com- 
plex nature of the business environment, there 
are inherent limits in the ability of positive 
empirical research to capture all of the dimen- 
sions that influence corporate social respon- 
sibility decision making. 
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Abstract 


In this paper, we draw on economic and sociological theories in order to explain public sector 
incentives to adopt generally accepted accounting principles (GAAP), using the state of New York's 
decision to adopt GAAP for external financial reporting. We argue that the state’s decision to adopt GAAP 
was an attempt to regain legitimacy for the state’s financial management practices. Institutional interests 
demanding New York use GAAP were part of the sociological phenomenon called institutional 
isomorphism. Power relations and organizational politics related to the state’s budgetary process also 
significantly influenced the state’s decision to adopt GAAP. However, although professional élites made 
strong statements that GAAP adoption would improve the state’s financial management practices, we 
found no compelling evidence that producing GAAP financial information has significantly altered the 
state’s financial management practices. 


As Comptroller, I learned the language that was used to position and the prevailing politics to coincide (Regan, 


make the manipulation of cash-basis accounting seem 1988, p. 21). 

part of the natural order of things — terms such as Edward V. Regan, Comptroller, 
“spring borrowing”, “magic window”, “rollover”, and State of New York, iia 
“two-year lag” — and I was faced "with having to 


oversee the borrowing of billions in April to pay bills Although historically, the primary purpose of 
deliberately deferred from the past fiscal year ... I was government accounting systems has been to 


proposing to change a whole system of governance, a ; , 
whole scheme of statutes and ingrained procedures. My demonstrate fiduciary control, the installation 


job was to do what always has to be done to pull offa Of new accounting systems and reporting 
major achievement in government: Get the merits ofthe practices in the public sector have often 


* The authors acknowledge financial support from the National Science Foundation Grant (SES—8701284, SES—8922509, 
and RII-9003242) to V. L. Carpenter and a PSC-CUNY Grant (6-68405) to E. H. Feroz. The comments of Mark Covaleski, 
Paul McCracken, and Tom Waring on earlier versions of this paper and the research assistance of Nancy L. Colah are also 
gratefully acknowledged. We also greatly appreciate the time and cooperation of the interviewees: Robert N. Anthony 
(Harvard University), Abraham Briloff (Baruch/CUNY), Frank Mauro (New York City Charter Reform Commission), Hyman 
Grossman (Standard & Poor’s Corporation), Claire Cohen (Moody’s Investor Services), Martin Ives (Governmental 
Accounting Standards Board), David Martin (New York State Assembly Ways and Means Committee), Dewight Hadley 
(State of New York, Deputy State Comptroller) and Tom Waring (State of New York, Director of Fiscal Research, State 
Comptroller's Office). The opinions expressed are those of the authors only and do not necessarily reflect opinions of the 
persons interviewed. 


613 


614 


been viewed as “a means of improving the 
productivity and efficiency of public sector 
organizations” (Ansari & Euske, 1987, p. 550). 
In the pursuit of increasing public sector 
efficiency and accountability, many efforts 
have been made to import private sector 
management practices — such as use of 
generally accepted accounting principles 
(GAAP) — into the public sector (Hopwood, 
1984, p. 173; Carpenter & Feroz, 1990, p. 75). 
The financial crisis of New York City in 1975 
was an impetus in that city’s adoption of GAAP 
and resulted in some professionals questioning 
“the adequacy of the [financial] reporting 
practices of all governmental units” (Hepp, 
1976, p. 60). Moreover, amendments to federal 
securities laws in the United States, which also 
occurred in 1975, brought issuers of municipal 
securities under the anti-fraud provisions 
of existing laws. Subsequently, questionable 
accounting practices were identified as the 
primary cause of New York City’s financial 
difficulties (U.S. Securities and Exchange 
Commission, 1977, p. 1). 

The events of 1975 changed the institutional 
environment of governments, and resulted in 
significant efforts to improve governmental 
GAAP and the financial reporting practices of 
state and local governments. In 1979, the 
National Council on Governmental Accounting 
C(NCGA), which at the time was the profes- 
sionally recognized body for establishing 
GAAP for state and local governments, issued 
significantly revised accounting and financial 
reporting standards.’ The revised standards 
required that GAAP be used in government 
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financial statements, in addition to whatever 
accounting requirements were mandated by 
law. In 1980, the American Institute of Certified 
Public Accountants (AICPA) formally endorsed 
the government accounting standards as 
established by the NCGA (AICPA, 1980). This 
was an important event at the institutional field 
level, since the AICPA is a powerful group that 
has been able to provide significant resources 
to the coalition of interests supporting GAAP 
adoption by state and local governments. 

This paper is a case study of the decision- 
making process that led to the state of New 
York’s adopting GAAP after the formation of 
coalitions of power interests at the inter- 
organizational level. These coalitions made 
GAAP an institutional requirement for state and 
local government external financial reporting 
within the United States? In this study, we 
explore four theoretical perspectives to aid in 
our understanding of New York’s incentives to 
adopt GAAP: (1) agency theory, which suggests 
that GAAP can serve as a means of controlling 
and monitoring the activities of borrowers; (2) 
traditional-rational theory, which suggests that 
GAAP should promote technical rationality in 
management decision making; (3) political- 
power theory, which suggests that govern- 
mental budgeting, and hence the use of GAAP 
information in budgeting, is the result of 
political bargaining within the organization; and 
(4) institutional theory, which suggests that 
environmental pressures for change are the 
primary factors causing organizations to adopt 
GAAP. 

In traditional accounting theories, the use of 


' The NCGA issued Governmental Accounting and Financial Reporting Principles (Statement 1) in March 1979. NCGA 
Statement 1 specified that the basic financial statements of the governmental unit as a whole would be basic general 
purpose financial statements, which are combined financial statements by fund type and account groups. Moreover, 
Statement 1 revised, clarified, and reordered portions of Governmental Accounting, Auditing, and Financial Reporting 
(GAAFR), a 1968 publication of the National Committee on Governmental Accounting, which had been authoritative 
governmental GAAP recognized by the AICPA since 1974 (AICPA, 1980). 


? Although this case contains evidence that may be useful in understanding factors and conditions at the interorganizational 
level that result in changes in accounting standards, this study was not designed to explore such issues. However, the 
establishment of government accounting standards does represent a very fruitful area of research that can be used to 
provide evidence related to the usefulness of positive theories of accounting standards setting (Watts & Zimmerman, 
1978) in relation to institutional theories of accounting standards setting (Zucker, 1988; DiMaggio, 1988; Mezias, 1990). 
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GAAP is viewed as a rational economic 
decision that fosters improved management, 
efficiency, and accountability. However, emerg- 
ing theories of accounting choice focus on 
the symbolic, power, and legitimation roles 
of accounting information with a growing 
emphasis on institutional pressures for change 
(Ansari & Euske, 1987; Covaleski & Dirsmith, 
1983, 1986, 1988a, b; Covaleski et al., 1985; 
Mezias, 1990). The purpose of this study is 
to identify institutional, organizational, and 
economic factors that preceded, motivated, and 
affected the decision for New York to adopt 
GAAP with the hope of identifying which of the 
four theoretical perspectives best explains this 
decision. New York was studied because it is 
held to be an exemplar of GAAP-based 
governmental financial reporting in the United 
States. 

A contemporaneous study of the Common- 
wealth of Kentucky’s decision to adopt GAAP 
(Carpenter & Feroz, 1990) indicates that 
decisions to change accounting practices for 
external financial reporting cannot be analyzed 
except within the social and political context in 
which these decisions are made. The timing of 
placing these issues on the legislative agenda, 
the question of whether — if at all — they will 
draw the attention of the powerful players in 
the executive and legislative branches of 
government, and finally, whether they will be 
accepted or rejected depends on the existing 
political, social, and economic conditions. The 
GAAP decision-making process can represent 
an occasion to invoke and reinforce existing 
political alignments and configurations result- 
ing in debates that have little or nothing to do 
with the intrinsic merits of the GAAP issue. As 
Feldman & March (1981, p. 177) point out: 


Organizational decisions allocate scarce resources and 
are thereby of considerable social and individual 
importance. But decision making in an organization is 
more important than the outcome it produces. It is 
an arena for exercising social values, for displaying 
authority, and for exhibiting proper behavior and 
attitudes with respect to a central ideological construct 
of Western civilization: the concept of intelligent 
choice. 
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An understanding of the organizational forces at 
work is important in the development of a 
theory of government accounting choice since, 
according to Jensen (1983), accounting is an 
integral part of the structure of every organiza- 
tion. Jensen argues that understanding how 
accounting practices evolve and can be 
improved requires a deeper understanding ol 
organizational behavior. We find that an under- 
standing of the organizational behavior as- 
sociated with the adoption of GAAP requires a 
more comprehensive consideration of the 
economic incentives, organizational politics, 
and institutional forces at work. 

The evidence presented in this study 
supports the conclusion of Ansari & Euske 
(1987) that there is little support for technical- 
rational use of accounting information in the 
public sector. Like Mezias (1990) and Ansari & 
Euske (1987), we find that self-interest and 
power are important factors that influence 
whether or not institutional pressures for 
change are successful. The evidence further 
suggests that in addition to assessing power and 
self-interest motives at the interorganizational 
level, it is also very important to analyze such 
influences at the intraorganizational level. The 
self-interest motives and power positions ol 
elected officials within a government organiza- 
tion can be critical factors influencing the 
process of institutionalization of GAAP in the 
public sector. Substantial efforts by powerful 
and well-organized interests were a necessary 
condition in creating political pressure strong 
enough to result in New York adopting GAAP. 
We find that accounting/auditing bureaucrats, 
acting in self-interest, did not have sufficient 
power within the state government organiza- 
tional structure to force the adoption of GAAP, 
We conclude that the most compelling explana- 
tion for New York’s current use of GAAP for 
external financial reporting is that GAAP, as 
an institutionalized legitimated practice, is a 
convenient symbol of legitimacy needed for 
retaining access to the capital markets. 

In the following section, four theoretical 
frameworks are reviewed that may be useful in 
analyzing New York’s decision to adopt GAAF 
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for external financial reporting. The literature 
review is followed by a section on research 
methodology, and then the New York case is 
presented. We conclude with an interpretation 
of the evidence and suggestions for future 
research. 


THEORETICAL FRAMEWORKS FOR 
ANALYZING GOVERNMENT ACCOUNTING 
CHOICE 


The theoretical frameworks reviewed in this 
section provide alternative lenses through which 
we analyzed the voluminous data that were 
collected regarding New York State’s decision 
to adopt GAAP. While agency theory is the most 
widely accepted theoretical perspective for 
understanding accounting choice, we have 
selected other theoretical perspectives for 
review that have high potential for contributing 
to the emerging theory of governmental 
accounting choice. In this study, we do not 
provide a set of formal propositions for 
empirical testing. Nevertheless, we believe that 
the perspectives reviewed in this section can 
further the development and empirical testing 
of governmental accounting choice theory. 
The theoretical frameworks reviewed are: 
economic consequences, rational-technical, 
power, and institutional theory. 


Agency theory — economic consequences of 
accounting 

Several studies have used an economics 
perspective, focusing on rational self-interested 
economic behavior of creditors, bureaucrats, 
and elected officials in exploring accounting 
choice and the demand for auditing by 
governmental entities (Wallace, 1981, 1986, 
1987; Raman, 1981; Baber, 1983; Evans & 
Patton, 1983, 1987; Ingram, 1984; Baber & 
Sen, 1984; Wilson & Howard, 1984; Carpenter, 
1991). Since a government’s decision to adopt 
GAAP is the result of negotiations in a complex 
system of relations among competing interests 
with diverse and conflicting objectives, the 
economic theory of agency can provide insights 
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into the adoption of GAAP in the public sector. 
In agency theory, GAAP information and audits 
are viewed as monitoring mechanisms that can 
be employed to reduce contracting costs 
(Wallace, 1980). These contract costs can be 
between interest groups and elected officials, 
appointed officials and elected officials, the 
government entity and resource providers (e.g. 
taxpayers, higher levels of government, or the 
capital markets), or voters and elected officials. 
In a recent article, Baber (1990) focused on the 
re-election costs of incumbents (which are 
related to the expected level of opposition in 
future elections) as an important factor that can 
influence the decision of governments to adopt 
professionally endorsed accounting principles 
such as GAAP. Baber argues that whether or not 
an incumbent elected official reveals his pre- 
election financial management decisions can be 
a determinant of the costs of competing in 
future elections, and hence, the GAAP decision 
can have economic consequences for 
incumbent elected officials (p. 70). 

In general, economic consequences theory 
focuses on accounting choices that have the 
potential to alter cash flows of an organization, 
or the wealth of parties that use reported 
accounting numbers for contracting and 
decision making (Holthausen & Leftwich, 1983, 
p. 77). In government accounting literature, 
agency theory is employed to focus on the 
monitoring and signaling incentives of bureau- 
crats and/or elected officials involved in 
contractual relations that form the government 
entity or demands from parties who provide 
financial resources to the government (Wallace, 
1981; Raman, 1981; Baber, 1983; Evans & 
Patton, 1983; Wilson & Howard, 1984; Evans 
& Patton, 1987; Carpenter, 1991). In a govern- 
mental context, the work of Holthausen & 
Leftwich (1983) suggests that the relations 
between creditors, higher levels of govern- 
ment, elected officials, bureaucrats, cash flows, 
and reported accounting numbers can in- 
fluence accounting choice in the public sector 
(see also Watts & Zimmerman, 1978). 
Zimmerman (1977) uses agency theory to 
explore the incentives of various parties to 
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influence accounting practices in the public 
sector. He argues that creditors seek to 
eliminate government inefficiencies as a means 
of lowering the default rate on outstanding 
bonds, hence making the existing bondholders 
better off by increasing the market value of 
currently outstanding bonds (Zimmerman, 
1977, p. 120). That is, reducing the default risk 
of existing bonds is the primary incentive for 
creditors to monitor the financial management 
practices of government entities. Wallace 
(1981) uses the agency theory perspective to 
examine accounting and auditing attributes of 
municipal bond issuers in the state of Florida. 
She finds that reported accounting numbers 
have a significant association with net interest 
cost and that auditing variables have a signifi- 
cant association with municipal bond ratings 
(Wallace, 1981, p. 513). Results from other 
empirical studies, testing hypotheses derived 
from agency theory using state government 
data, have not been consistent. In particular, the 
findings on state governments related to size, 
which proxies for contracting costs related to 
monitoring activities have been mixed. Ingram 
(1984, p. 142) did find size to be a significant 
explanatory variable. Baber & Sen (1984) did 
not include a size variable in their study of state 
governments’ use of GAAP fund structures. 
However, Baber (1983, p. 221) did report size 
to be positive and significant in his study of the 
size of state auditing budgets. Along a similar 
line, empirical studies related to credit market 
incentives to demand monitoring information 
from state governments has also been incon- 
sistent, Ingram (1984, pp. 139-142), Baber & 
Sen (1984, p. 103), and Baber (1983, p. 221) 
do not report debt to be a significant explana- 
tory factor of demand for financial monitoring 
information. In a recent article, Carpenter 
(1991) generally finds debt to be a significant 
explanatory factor of state government 
accounting choice. However, Carpenter's debt 
variable loses significance when the size of the 
full-time legislative staff, which proxies for the 
level of political competition between the 
governor and the legislature, is included in the 
model. Size of the legislative staff is significant 
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in all models where debt is reported as 
insignificant. Both debt and size of the legis- 
lative staff are highly correlated which limits 
interpretation of her findings. 

Agency theory has also been used to explain 
the initial timing of independent audit in both 
the corporate and public sectors (Wallace, 
1986). Wallace (1986, p. 4) states that “the 
timing of an initial independent audit for a 
given organization will be at the point when 
the joint marginal benefits exceed the joint 
marginal costs of contracting for the audit”. In 
the United States, the 'cost of obtaining an 
independent audit to satisfy the capital market 
interests includes the cost for maintaining an 
accounting system that can produce accounting 
disclosures in accordance with GAAP. Wallace 
(1986, p. 5) further argues that audits can 
frequently be a cost-effective monitoring 
device to constrain managers’ actions and 
enhance the efficiency of operations, accruing 
benefits to both managers and owners. 


Rational-technical theory — accounting as 
management information 

The traditional view of accounting is that 
accounting is a rational system providing 
information useful in making economic 
decisions. Ansari & Euske (1987, p. 551) 
identify the following roles of accounting 
within the rational—technical perspective: (1) 
providing information for resource allocation 
decisions, (2) motivating individuals to per- 
form certain activities, (3) aiding in the 
exercise of influence and control, (4) perform- 
ing functions to legitimate organizations, and 
(5) furthering the strategic interests of the 
firm. A primary underlying assumption is that 
accounting information is used in management 
decision making. In this perspective, account- 
ing systems in the public sector are viewed as a 
means of improving the productivity and 
efficiency of government. 

Covaleski et al (1985) use both the traditional- 
rational theory which views budgeting as a 
technical rational function, and the emerging 
power theory of budgeting, which views budget- 
ing as a means to socially constructed reality, 
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to understand the budget behavior of a state 
agency. In the power theory of budgeting, 
accounting can be viewed as “part of a myriad 
of forces that, in combination, constitute reality 
rather than merely reflect it” (Covaleski et al., 
1985, p. 281). Covaleski et al. find that both the 
traditional-rational and the power perspectives 
are useful in understanding issues related to 
budgeting in the public sector and call for the 
use of multiple theoretical frameworks in future 
research efforts (p. 295). 

Ansari & Euske (1987) use three theoretical 
frameworks to investigate the use of accounting 
information in a public sector organization: 
“(1) technical-rational, which is driven by 
considerations of efficiency; (2) socio-political, 
which is the pursuit of power and influence; 
and (3) institutional, which stems from the 
need to put on an appropriate facade for the 
world to see” (p. 553). Ansari & Euske (1987, 
p. 562) find little evidence that accounting 
information is used in the public sector as 
predicted by technical-rational theory. Their 
findings suggest that situations exist in which 
accounting may have no technical role to play. 
These findings are consistent with the work of 
Niskanen (1971), who argues that bureaucrats 
maximize the size of government budgets to 
further their own self-interest, and also with the 
work of Downs (1967), who argues that 
the major factors affecting the size of a 
government budget are exogenous factors in 
the political environment in which the 
government operates. The work of both 
Niskanen (1971) and Downs (1967) is based 
on an economic model of rational choice by 
individual actors in the governmental setting. 
Ansari & Euske (1987) also find evidence that is 
consistent with both institutional and power 
perspectives. These works suggest that in the 
public sector, rational uses of accounting data 
may not play a leading role in the allocation of 
resources because rationalizing uses of account- 
ing prevail (Ansari & Euske, 1987, p. 564). 


Power and politics — the rationalizing role of 
accounting 

Although the choice of accounting practices 
is often analyzed from an economics perspective, 
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some literature has been devoted to exploring 
the organizational and social roles ofaccounting. 
Cooper (1980, p. 164) suggests that accounting 
may be viewed as a means of legitimizing the 
current social and political structure of the 
organization. Hopwood (1983) further suggests 
that the legitimizing force of accounting derives 
in part from the apparently dull, unobtrusive, 
and routine nature of accounting procedures, 
which generate an aura of objectivity and 
legitimacy in the eyes of financial statement 
users. Far from being dull and routine, account- 
ing and accountants can and do take sides in 
social conflicts (Tinker et al., 1982). As Cooper 
et al. (1981, p. 182) succinctly put it: 


Accounting systems encourage imitation and coercion 
by defining the problematic (by choosing which 
variables are measured and reported) and they help to 
fashion solutions (by choosing which variables are to be 
treated as controllable). Of course, the way accounting 
systems are used is highly significant, but nevertheless 
the structure and elements of accounting systems help 
to create the appropriate and acceptable ways of acting, 
organizing and talking about issues in organizations. 
Accounting systems are a significant component of the 
power system in an organization, 


Accounting provides a selective visibility for 
particular issues within an organization that 
dictates which financial issues are “significant”. 
By providing motives for action and criteria 
that can be used to evaluate decisions, account- 
ing can be used to change the set of legitimate 
actions within public sector organizations. — 
Burchell et al. (1980) provide instances in 
which accounting data are used by managers 
for ex post de facto rationalizations rather than 
decision making. Similarly, Bower's study 
(1970) of capital budgeting decisions provides 
evidence that capital budgeting procedures are 
used to justify investment decisions already 
made rather than as bases for decisions to be 
made. 

Richardson (1987) further explicates the 
legitimizing role of accounting in terms 
of three dominant sociological paradigms: 
structural-functionalist, social constructionist, 
and hegemonic roles. The Parsonian structural- 
functionalist paradigm assumes that the 
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accounting system captures the dominant 
values and actions, defined by functions, and 
provides a justification for ongoing activities 
necessary for the system’s survival (Richardson, 
1987, p. 345). Parsons (1977, p. 358) distin- 
guishes between legitimation and justification. 
Legitimation refers to processes that create and 
validate the cultural values of society that 
influence the distribution of resources. Justifica- 
tion assumes the existence of cultural values for 
resource distribution and seeks to demonstrate 
and ensure the congruence of allocation 
decisions with existing cultural values (see also 
Richardson, 1987, pp. 343—345). Accounting 
research (for example, Gambling, 1977; 
Covaleski & Dirsmith, 1983; Tiessen & 
Waterhouse, 1983; Berry et al., 1985) has been 
influenced by the structural-functionalist para- 
digm of legitimacy, which suggests that 
accountants assume and implement the domin- 
ant functional values of the organization, which 
then act as technical devices ensuring that 
these values prevail in resource allocation 
decisions (Richardson, 1987, p. 345). 

In the social constructionist paradigm, 
“accounting forms part of the implicit back- 
ground knowledge with which actors construct 
their social reality and also serves as symbolic 
sources through which actors manipulate and 
create accounts of reality” (Richardson, 1987, 
p. 348). Thus, in the social constructionist 
perspective, accounting serves two roles: 


It is the means by which organizations may signal their 
rationality and meet the expectations of society, and it is 
implicated in the process by which these values come 
to be clarified and codified as social expectations 
(Richardson, 1987, p. 349). 


The hegemonic paradigm assumes that the 
evolution of Western society is based on the 
demands of wealth accumulation, and that a 
small group who control the productive assets 
of society also control the intellectual strata of 
society, and can therefore control the process 
of legitimation (Richardson, 1987, pp. 
349-350). This hegemonic paradigm is con- 
sistent with arguments in Watts & Zimmerman 
(1978, p. 287), who state: 
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The tendency of vested interests to seek out researchers 
who support their position produces a survival bias 
[those that produce what is demanded have a 
better chance of survival]. The bias is produced by 
vested interests ... Rationales differ across accounting 
standards because a standard is the result of political 
action. The outcome depends on the relative costs 
which the various involved parties are willing to incur 
to achieve their goals.... The rationale given for the 
standard will be the successful party’s rationale; and if it 
is a compromise, such as APB Opinion 16 on business 
combinations, mixtures of rationales will be used. 


This can be compared with the comments of 
Richardson (1987, p. 350): 


The essence of politics and culture ... was the struggle 
between different “hegemonic forces” or political 
consciousness. ... The traditional intellectuals are the 
most important legitimating institution in maintaining 
hegemony. If they can be “captured” by a particular 
group, their rhetoric of independence serves to 
legitimate the world view supported by that group. 


Tinker (1980) uses the hegemonic paradigm to 
suggest that accounting numbers cannot be 
used as a measure of efficiency but instead 
should be viewed as the outcome of conflicts 
and negotiations among various competing 
interests. As in the social constructionist 
paradigm, accounting also serves two roles in 
the hegemonic paradigm. First, it “is part of the 
‘claims making’ in which all participants engage 
to effect the allocation of resources with an 
organization” (Richardson, 1987, p. 351; see 
also Rosenberg, 1985). Second, once hegemony 
is established, the role of accounting changes, 
and it becomes a way for those in power to 
establish cultural values within the professions 
(Richardson, 1987). Richardson (1987, p. 351) 
states that: 


... accounting may come to serve many masters and the 
question of how this is accomplished is central to any 
hegemonic analysis. ... It becomes [a] means of 
“amplifying” power in the sense that it allows the 
dominant group to implement its preferences without 
recourse to the tangible bases of power. 


Richardson (1989, p. 429) further states: 


The profession is one terrain for the clash of alternate 
hegemonic principles in society. The spontaneous 
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“solidarity” of the profession at any point in time reflects 
the historically contingent dominance of one set of 
hegemonic principles. The state, moreover, is not 
neutral in this struggle, but rather privileges the 
hegemony of particular groups as a means of coordinat- 
ing the actions of the profession and the state. The 
theory of hegemony thus provides a way of understand- 
ing the connection between the state and communal 
principles of order in the profession. 


This literature on power identifies two distinct 
levels of analysis: (1) the interorganizational 
field or institutional level of the professions, and 
(2) the individual intraorganizational level. 
Recent sociological works on organizations 
(Brint & Karabel, 1988; Fligstein, 1988; 
DiMaggio, 1991; DiMaggio & Powell, 1991; 
Oliver, 1991) have begun to focus on how 
institutional pressures affect organizational 
decision making, strategic response, growth, 
and decline. In particular, these works view 
“organizational fields as arenas of power 
relations with some actors — generally those 
possessing superior material and/or symbolic 
resources — occupying more advantageous 
positions than others” (Brint & Karabel, 1988, 
p. 38). 

In 1981, Pfeffer (p. 1) examined the lit- 
erature on the influence of power and politics 
in organizational decision making and found 
little progress. However, later works by 
Covaleski & Dirsmith (1983, 1986, 1988a, b) 
on public sector organizations have made 
Significant contributions to understanding 
power and politics as related to budgetary 
decision making in the public sector. They 
investigate the emerging view that budgets in 
the public sector reflect the results of political 
bargaining within the organization and are used 
for legitimizing and maintaining systems of 
power and control (Covaleski & Dirsmith, 
1986, p. 193). Covaleski & Dirsmith (1988a, b) 
also document the use of budgetary symbols as 
tools for legitimizing politics in the state of 
Wisconsin. 

Power is “the capability of one social actor to 
overcome resistance in achieving a desired 
objective or result” (Pfeffer, 1981, p. 2); 
“politics involves activities which attempt to 
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influence decisions over critical issues that are 
not readily resolved through the introduction 
of new data and in which there are differing 
points of view” (Pfeffer, 1981, p. 6). Hence, 
politics represents the use of power to achieve 
objectives in the face of resistance. The role of 
power and politics is important in this study 
since the use of GAAP for external financial 
reporting has the potential to alter the level of 
government expenditures, which is of major 
concern to powerful interests in the political 
budgetary decision-making process (Carpenter, 
1987, pp. 74-78). Powerful interests are likely 
to oppose the use of accounting information 
that might weaken their position in the 
budgetary process in the public sector 
(Carpenter, 1987, p. 73). 


Institutional theory — accounting in a social 
context 

According to institutional theory, interacting 
organizations are linked by symbiotic relations 
that can create institutional pressures limiting 
the set of rational choices organizations can use 
in demonstrating legitimacy to the public 
(Oliver, 1988, p. 546; Meyer & Rowan, 1977, p. 
340). The work of Meyer & Rowan (1977) 
suggests that a significant determinant of 
organizational structure is the interorganiza- 
tional context in which organizations are 
institutionally embedded. Institutional theory 
implies that the interests, objectives, and 
actions of those external to any given organiza- 
tion may also be critically important in 
understanding accounting choice. 

Meyer & Rowan (1977) argue that the 
existing theories of bureaucratization have 
neglected the legitimacy of rationalized formal 
structures by focusing on complex contractual 
relations and the exercise of control. In these 
theories, legitimacy is given and assertions 
about bureaucratization rest on assumptions of 
rationality. When norms play causal roles in 
theories of bureaucratization, such are thought 
to be built into modern societies and per- 
sonalities as general rules that facilitate formal 
organization. But norms of rationality are more 
than general rules. They exist in much more 
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specific ways in the rules, understandings, and 
meanings attached to institutional and social 
structures. As Meyer & Rowan (1977, p. 344) 
put it: 


Many elements of formal structure are highly institu- 
tionalized and function as myths. Examples include 
professions, programs and technologies. ... Technical 
procedures of production, accounting, personnel selec- 
tion, or data processing become taken-for-granted 
means to accomplish organizational ends. Quite apart 
from their possible efficiency, such institutionalized 
techniques establish an organization as appropriate, 
rational, and modern. Their use displays responsibility 
and avoids claims of negligence. 


Bureaucratization is caused, in part, by the 
proliferation of rationalized myths in society. 
By designing a formal structure that adheres to 
the prescription of myths in the institutional 
environment, an organization demonstrates 
that it is acting in a proper and adequate 
manner (Meyer & Rowan, 1977). Myths of 
generally accepted procedures provide a 
defense against irrationality and negligence 
from internal sources and continued support — 
moral or financial — from external sources. 
DiMaggio & Powell (1983) note that a 
tendency in organizational change, which 
they term structural isomorphism, makes 
organizations look more alike without neces- 
sarily improving them. Organizations compete 
not just for market shares, but for institutional 
legitimacy and political power. Bureaucratiza- 
tion and other forms of standardization 
(homogenization) arise because an organiza- 
tion’s survival requires it to conform to social 
norms that are often accepted without any 
conscious thought by the organization’s mem- 
bers. Organizations with ambiguous goals and 
unclear performance measures are more in need 
of ensuring social and economic fitness by 
resorting to legitimacy generating rituals. In the 
public sector, unlike the corporate world, there 
is no bottom line to measure performance, no 
stock price reaction to gauge resource provider 
reaction, and management compensation is not 
directly tied to reported accounting numbers. 
DiMaggio & Powell suggest that governments, 
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which often have ambiguous goals and unreli- 
able performance measures, use legitimacy 
rituals to demonstrate social and economic 
fitness. One manifestation of organizations in 
need of institutional legitimacy is the collecting 
and displaying of huge amounts of information 
that have no immediate relevance to any 
decisions to be made. As Feldman & March 
(1981, p. 175) note, when there is no reliable 
way to assess a decision-maker’s knowledge, 
the visible aspects of information gathering and 
storage are used as implicit measures of the 
quality and quantity of information processed 
and used. 

DiMaggio & Powell (1983) suggest three 
mechanisms through which structural isomor- 
phic change takes place: (1) coercive iso- 
morphism resulting from political influence 
and problems of legitimacy, (2) mimetic 
isomorphism resulting from standard responses 
to uncertainty, and (3) normative isomorphism 
resulting from professionalization. Coercive 
isomorphism “results from both formal and 
informal pressures exerted on organizations 
by other organizations upon which they are 
dependent and by cultural expectations in the 
society in which organizations function” 
(DiMaggio & Powell, 1983, p. 150). Coercive 
isomorphism can take the form of statutory 
requirement (governmental mandates) or 
cultural expectations from the institutional 
environment in which an organization operates. 
Mimetic isomorphism occurs when organiza- 
tions model themselves after other, similar, 
“organizations because organizational techno- 
logies are poorly understood (March & Olsen, 
1976), goals are ambiguous, or when the 
environment creates symbolic uncertainity” 
(DiMaggio & Powell, 1983, p. 151). Normative 
pressures for isomorphism stem from the 
sources of professionalization, including the 
formal education of accounting bureaucrats, 
continuing professional education for certified 
public accountants in the United States, and the 
growth of professional accounting associations 
— such as the American Institute of Certified 
Public Accountants (AICPA) and Government 
Finance Officers Association (GFOA) — that 
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span organizations and promote specific 
practices such as GAAP. The work of DiMaggio 
& Powell (1983, pp. 148-150) suggests that 
organizations are increasingly organized and 
evaluated around rituals of conformity to wider 
institutions which may or may not improve 
organizational performance. Perrow (1985) 
suggests that government resistance to interest 
group demands for change leads to more 
requirements, regulations, and accounting. 

Meyer (1986, p. 348) stresses the role of 
cultural rationalization on the expansion of 
accounting practices within organizations. His 
arguments focus on powerful forces in the 
institutional environment on which organiza- 
tions are dependent, suggesting that variations 
in the level and nature of accountants and 
accounting practices will depend on variations 
in the strength exerted by environmental 
interests. In relation to the environmental 
demands for accounting in the public sector 
versus the private sector, Meyer (1986, p. 351) 
makes the following observation: 


We thus expect to find accountants in greater numbers 
where [the] organization is not self-sufficient, or tightly 
linked to institutional definitions that insulate it from 
reality (Meyer et al., 1983). Thus accountants should be 
more common in economic organizations, in market 
Organizations, or in private organizations. Highly 
institutionalized organizations like the state may no 
longer need to “keep score” with the complex reality, 
and indeed [may] have interests in avoiding doing so, 
and thus many avoid elaborate accounting. 


Meyer (1986), using the work of DiMaggio 
& Powell (1983), explains how powerful 
elements in the environment can create 
demand for expanded accounting. He focuses 
on an organization’s needs for institutional 
legitimacy, which results in organizations con- 
forming to social norms of acceptable behavior 
and practices. 


Large scale social changes institutionalize new patterns 
of rationalization, which increase the likelihood that all 
sorts of parties count and account. Thus social changes 
that create free labor market over several centuries 
create impulses (and pressures and opportunities) 
for organizations to count workers, various types of 
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workers, and later labor costs calculated in more and 
more refined ways (Meyer, 1986, p. 347). 


Meyer’s emphasis on macrosociological deter- 
minants of evolution of accounting is in 
conformity with the institutional approach of 
Rowan (1982). His work is also in accord with 
recent developments in institutional literature 
that resurrect the notion of interest and agency 
within a broader macro-environment, as com- 
pared to the micro sociological-level explana- 
tions found in Selznick (1948). DiMaggio 
(1988) ushered this new era of institutionalism. 
He argues that for organization theory to 
progress, it may be necessary to bring the 
notions of interest and agency to the forefront, 
and to recognize that “organizations have never 
existed without the intersection of interest 
groups which have different degrees of power” 
(Gouldner, 1954, p. 257, quoted in DiMaggio, 
1988, p. 9). DiMaggio (1988, p. 41) further 
suggests that the creation of institutional values 
at the macrolevel can determine the behavior 
of individuals and groups within organizations. 
In recent work, institutional theorists are 
calling attention to the need to consider 
self-interests, organizational resistance to 
institutional pressures for change, how institu- 
tional rules are created, and the role of power 
(DiMaggio, 1988, 1991; Zucker, 1988; Oliver, 
1991). DiMaggio & Powell (1991) suggest that 
more attention should be given to self-interest 
driven conflict in the professions and to the 
role of professionalization in the institutionaliza- 
tion of new organizational practices such as 
GAAP. 

In summary, we believe that each of the 
Streams of literature summarized above pro- 
vides an alternative (but, not necessarily 
competing) perspective for analyzing New 
York State’s decision to adopt GAAP for 
external financial reporting. Agency theory 
focuses on accounting choices that have the 
potential to affect the transfer of wealth among 
various actors in the governmental setting. 
Agency theory also emphasizes the role of 
accounting information in monitoring the 
actions of government officials and facilitates 
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contracting arrangements with resource pro- 
viders (e.g. the federal government, credit 
markets, and taxpayers). In the rational- 
technical theory perspective, accounting 
choice is merely viewed as a means of improv- 
ing the informational and allocative efficiency 
of the government; while the power-politics 
perspective focuses on the relative ability of 
actors in an organization to prevail in achieving 
their objectives. In line with the economic 
consequences perspective, it focuses on “who 
gets what, when, and how” (Lasswell, 1950, 
p. 3; Pfeffer, 1981, p. 1). However, the power- 
politics perspective considers both monetary 
and nonmonetary objectives, and decision- 
making rights within the organization. Finally, 
the institutional theory perspective focuses 
on environmental (macro-sociological) factors 
that can be a determinant of decision making 
in organizations. Institutional theory views 
organizations as being linked by symbiotic 
relations that limit the set of choices that 
organizations can make in their quest for 
external legitimacy. Within a governmental 
context, we use institutional theory to view 
accounting choice for external financial report- 
ing as being primarily influenced by the need of 
some governments to provide a symbol of 
legitimacy to external resource providers. The 
four theoretical perspectives were used to 
interpret the findings and evaluated based on 
how useful they were in understanding the 
decision of New York State to adopt GAAP for 
external financial reporting (Yin, 1987). 


RESEARCH METHODS 


Evidence for this study was collected using a 
variety of methods (see Yin, 1984, for an 


623 


elaboration of case study methodology),? 
including examination of archival records and 
documents, observation, and interviews. On- 
site interviews were conducted at the State 
Capitol in Albany and in New York City with 
individuals involved in and/or influencing the 
decision-making and accounting conversion 
processes (see Appendix A). Telephone inter- 
views were conducted with those not available 
at the time of our visits. While an interview 
guide was prepared, the actual interviews were 
unstructured. Open-ended questions were 
asked, such as: In your opinion, what were the 
key factors that influenced the state’s decision 
to adopt GAAP? Not all interviewees were asked 
all questions in the interview guide. The guide 
was used to ensure that we had responses to all 
important questions before leaving the site. Site 
interviews lasted from 30 minutes to over two 
hours and were conducted over a three-year 
period. All site interviews were conducted 
jointly by both authors. We also interviewed 
representatives from two bond rating agencies. 
Extensive documentation was collected from 
the interviewees, library searches, and Freedom 
of Information requests to the New York State 
Division of the Budget. 

After each interview, as a means of critical 
self-evaluation, we tested our opinions and 
observations by questioning each other. In 
most cases, we were able to corroborate our 
observations and the statements made during 
interviews with archival documents and/or 
articles in journals and the popular press (see 
Appendix B).‘ Due to its very public nature, the 
GAAP adoption issue was followed closely in 
the popular press. A New York Times 
article? provided strong evidence, revealing the 
interested parties that organized to create the 
environmental pressures necessary for forcing 


3 Kaplan (1983) argued that case study methodology is an indispensable building block for theorizing in management 
accounting, Patell (1987), Foster & Horngren (1987), Bruns & Kaplan (1987), and Carpenter & Feroz (1990) exemplify 


case study approaches to accounting. 


4 Documents cited in this paper, including the interview guide, are on file in the offices of the authors and may be reviewed 
on request or copied at the expense of those wishing to confirm our findings. See listing in Appendix B. 


5 New York Times, 17 August 1980. 
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New York to adopt GAAP. Statements made 
by different interviewees were also used for 
corroboration. Key interviewees were provided 
with our initial report on this case to correct 
any errors of fact, a process that often resulted 
in the collection of more documents. Inter- 
viewees were not asked to evaluate our inter- 
pretation of the evidence. Comments and 
challenges from our academic colleagues, who 
had various theoretical perspectives, helped us 
in exploring the dialectic tension (Covaleski & 
Dirsmith, 1990) among the four theoretical 
perspectives employed.° 


THE PROCESS OF ADOPTING GAAP 

Many observers of New York State politics 
believe that New York City’s financial crisis in 
1975 was the impetus for the emergence of 
GAAP as an issue for New York State. Indeed, 
New York City’s inability to market short-term 
debt in the spring of 1975 illustrated how 
governments could distort their financial 
condition through creative accounting prac- 
tices. The United States Securities and 
Exchange Commission (SEC), perceiving a 
need to restore investor confidence in the 
municipal securities market, investigated the 
New York City financial crisis.” Its report 
charged that the city’s annual financial 
reports failed to reveal accurately the financial 
condition of the city in a manner understandable 
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to a reasonably informed reader (U.S. Securities 
and Exchange Commission, 1977). The charge 
was confirmed by testimony of bankers, bond 
counsel, rating agency personnel, certified 
public accountants, members of the Municipal 
Finance Officers Associations (MFOA, now the 
GFOA), and staff from the State Comptroller’s 
Office. 

The financial plan adopted by New York City 
to regain its financial credibility was to be 
“prepared in accordance with accounting 
principles different from those previously em- 
ployed by the city, which principles are 
intended to reflect more accurately the City’s 
revenues and expenditure” (U.S. Securities and 
Exchange Commission, 1977, p. 259). The 
principles New York City adopted are now 
known in the accounting profession as GAAP.® 
The SEC viewed the accounting and financial 
reporting practices of governments as the 
most critical deficiency in municipal securities 
practices (US. Securities and Exchange 
Commission, 1977). The key to restoring 
investor confidence was proclaimed to be 
a change in the accounting and financial 
reporting practices of state and local 
governments. 

New York City completely redesigned its 
accounting system, adopting GAAP for external 
financial reporting and hiring independent 
auditors to render an opinion on its financial 
statements. By the time of New York State’s 
crisis, New York City served as an example 


6 Earlier versions of this paper were presented at The University of Michigan Interdisciplinary Organizations Workshop, 
Ann Arbor, Michigan, 26 October 1990, and the Third Interdisciplinary Perspectives on Accounting Conference, University 
of Manchester, 8--10 July 1991. Also, the comments of the two anonymous reviewers made a significant contribution to the 
development of dialectic tension among the four perspectives employed in this study. 


7 Municipal securities are not required to be registered with the SEC. Nevertheless, the SEC is authorized to undertake 
investigations involving municipal securities if there are violations of the U.S. Securities and Exchange Acts. An additional 
purpose of the SEC investigation of the New York City crisis was to determine if any additional legislation or rules were 
needed to protect investors in municipal securities. 


5 In 1975, GAAP for state and local government were established by the NCGA, which was organized by the MFOA. 
However, the AICPA Code of Ethics did not recognize NCGA as a source of GAAP for its members (also see footnote 1). 
Legal compliance issues dominated the preparation of annual financial reports. Today, the Governmental Accounting 
Standards Board (GASB) is recognized by the Government Finance Officers Association (formerly the MFOA) and the 
AICPA as an authoritative source of GAAP for state and local governments. 
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of how to recover from challenges to a 
government’s financial management practices. 
New York City had regained the confidence of 
investors and was again selling securities in the 
municipal securities market. 

In the aftermath of the New York City crisis, 
Standard and Poor’s, Inc., a major bond rating 
agency, took an active role in promoting the 
use of GAAP as a means to improve bond 
ratings. In May 1980, Standard & Poor’s 
announced at the annual meeting of the MFOA 
that, as it takes into account the type and 
quality of an entity’s reporting and accounting 
standards, it expected financial statements to be 
prepared in accordance with GAAP (Grossman, 
1988). Standard & Poor’s stated that anything 
other than modified accrual financial statements 
could have an adverse impact on its rating 
process (Standard & Poor’s, 1980). Standard & 
Poor’s stated elsewhere, “We are becoming 
increasingly concerned that the cash-basis 
method of financial reporting may not provide 
us with the information sufficient to rate bonds” 
(Healy, 1981, p. 96). 

We believe that a normative isomorphic 
process for adopting GAAP was fueled by the 
comptroller’s staff having to increase their 
knowledge of GAAP to audit and monitor the 
finances of New York City in compliance with 
requirements of the SEC. This led to the 
Comptroller’s staff producing prototype 
GAAP financial statements for the state even 
though neither the governor nor the legislature 
demanded them. The state’s producing both 
cash and modified accrual financial statements 
fueled the coercive process by creating 
confusion and concern in the credit markets. 
The SEC had identified accounting and financial 
reporting as the way to restore investor 
confidence in the municipal securities market. 
Thus, the 1977 SEC report was the beginning ofa 
social process of coercive isomorphism that 
ultimately led to New York State’s decision to 
adopt GAAP. 

Two powerful actors in New York’s decision 
to adopt GAAP were the governor and the state 
comptroller. Holders of these two posts are 
elected in the same general election every four 
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years. Neither office is limited as to the number 
of terms that may be consecutively served by a 
single office holder. The state legislature meets 
annually. At the time of GAAP adoption, the 
Senate (the upper chamber) had a Republican 
majority, while the Assembly (the lower 
chamber) had a Democratic majority. 

The state finance law prescribes the 
responsibilities of the state comptroller as 
follows: 

(1) maintaining the state’s accounts and 
keeping proper books showing their conditions 
at all times; 

(2) paying the state’s bills and payrolls; 

(3) auditing the financial and management 
practices of the state; 

(4) issuing an annual report which includes a 
statement of cash receipts and disbursements 
and a statement of cash balances; 

(5) making a report to the legislature at its 
annual session containing a complete statement 
of every kind of fund of the state; and 

(6) issuing on or before the tenth day of each 
month and causing to be published in the state 
bulletin a statement setting forth briefly the 
several receipts of and disbursements from 
general funds at the close of such preceding 
month (New York Manual, Office of the State 
Comptroller, undated). 

Moreover, the comptroller is responsible for 
the treasury and auditing functions, in contrast 
to most states, which divide the accounting, 
treasury, and auditing functions between the 
positions of State Comptroller, Budget Director, 
State Treasurer, and State Auditor. Thus, New 
York’s State Comptrolles has significant power 
to influence the state’s financial management 
practices. f 

The governor, with the assistance of the 
budget director, annually proposes a state 
budget (financial plan) that is sent to the 
legislature for approval. The comptroller’s role 
in the budgetary process is limited to reviewing 
the governor’s budget to determine that valid 
methods and procedures are used in developing 
the revenue and expenditure projections (Office 
of the State Comptroller, 9 December 1982). 
The state constitution prohibits appropriating a 
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deficit budget. The legislature approves budget 
bills and appropriates money for each state 
agency for the ensuing fiscal year. The budget 
contains specific amounts for many line items. 
When the legislature appropriates by line item, 
an agency cannot spend more money than was 
appropriated for a specific purpose unless the 
budget director authorizes a transfer of funds 
from one appropriation to another (Lynn & 
Freeman, 1983). New York’s cash basis account- 
ing system was designed to keep track of how 
much of each appropriation is spent, obligated, 
or remains to be expended. This information is 
included in periodic internal reports prepared 
by the comptroller and distributed to the 
various state agencies. 

For many years, New York’s elected officials 
systematically deferred — or rolled over — 
state liabilities to the next fiscal year without 
recognizing these expenditures as obligations 
of the current year. Expenditures were shown 
only when actually paid, usually in the next 
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fiscal year. Through such means, billions of 
dollars could be spent before an election while 
payment and reporting of obligations would 
not take place until after the election. Often 
the taxes needed to support pre-election 
expenditures were imposed in the next fiscal 
year. 

New York’s financial control system lacked 
accountability — information that could 
be used to evaluate the performance of 
state government entity and the budgetary 
allocations. For example, state aid to fund 
education was routinely manipulated by 
holding monies appropriated until after the 
state’s fiscal year ended March 31. Income tax 
refunds were deferred until after the start of the 
new fiscal year in April. Because the state 
operated on a cash basis, the millions owed to 
the school districts were not recognized as 
obligations in the annual financial reports and 
the millions in refunds due to taxpayers were 
reflected in the financial statements as revenues 


TABLE 1. New York State spring borrowing 


State fiscal Amount borrowed Average Interest 

year ($ millions} interest rate expense ($) 
1959-60 325.0 2.060 5,691,153 
1960-61 150.0 2.375 2,968,745 
1961-62 45.0 1.600 480,000 
1962-63 215.0 1.650 3,409,542 
1963-64 550.0 1.700 8,986,389 
1964-65 575.0 2.250 12,434,375 
1965-66 625.0 2.375 14,266,500 
1966-67 650.0 3.250 20,127,443 
1967-68 825.0 2.850 21,877,720 
1968-69 860.0 3.590 25,840,731 
1969-70 825.0 4.820 23,235,094 
1970-71 1000.0 5.630 37,808,770 
1971-72 1900.0 3.440 45,153,145 
1972-73 2150.0 3.060 57,195,618 
1973-74 1475.0 4.330 50,959,069 
1974-75 1400.0 5.930 54,589,873 
1975-76 3385.0 5.260 111,465,997 
1976-77 3720.0 7.000 177,114,399 
1977-78 3990.0 4.120 131,515,771 
1978-79 3790.0 5.120 147,650,208 
1979-80 3100.0 6.040 160,106,250 
1980-81 2800.0 8.686 201,785,347 
1981-82 3050.0 9.186 206,000,000 
1982-83 3500.0 8.380 216,000,000 


Source: Comptrolier’s Office, State of New York. 
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until paid. The governor would routinely 
manipulate payments at fiscal year end to get 
the budget to balance on a cash basis (Ives, 
1987; Green, 1987). 

Because of such financial management 
practices, the state had to secure a great deal of 
short-term financing at the beginning of each 
fiscal year to pay the previous year’s obligations 
that were not reflected in the financial reports 
but had to be paid immediately to local 
school districts and taxpayers. Failure to meet 
these obligations would have created significant 
political problems for the state. Therefore the 
state went into the credit market every spring. 
This issuance of short-term debt became known 
as the “Annual Spring Borrowing” and reached 
amounts as high as $4 billion in the 1970s 
(see Table 1). 

The notion of changing the state’s accounting 
system to accrue for known obligations was first 
suggested under Governor Herbert Lehman in 
the 1930s (New York State, Review Panel, 
22 February 1980). As early as 1932, State 
Comptroller Morris Tremaine stated that 
accrual basis accounting is obviously better 
than cash basis (Accounting and Financial 
Reporting Reform in New York State, hereafter 
AFRR).? In 1937, the Mofatt Committee 
observed that the greatest misconception held 
by New York’s legislators was the true meaning 
of the reported state surplus or deficit (Albany 
Times-Union, 27 November 1979). 

Arthur Levitt, state comptroller from 1954 
through 1978, had the authority to dictate the 
accounting principles and procedures used by 
the state, but was reluctant to make significant 
changes in the state’s accounting system 
without the support of the governor and the 
legislature because of the interrelation between 
the budgeting and accounting systems. During 
the 1960s, the comptroller and his staff became 
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increasingly alarmed at the state’s custom of 
charging aid to local units of governments 
inconsistently. Sometimes three payments 
would be recorded in one year, while in other 
yeats aS many as five payments would be 
recorded. Levitt and his staff began moving 
New York closer to GAAP by, for instance, 
booking 12 months of revenue on a cash basis 
of accounting in every fiscal year financial 
report. Initially, Levitt simply tried to get 
more discipline into the accounting system, 
recommending that the state continue to report 
on a cash basis but that the reporting be done 
more consistently.!° In 1969, Levitt and his staff 
began pushing for the use of a modified accrual 
basis of accounting. This lobbying led to a joint 
report from the legislature and the governor's 
office explaining the problems with cash basis 
accounting. However, neither the governor's 
staff nor the legislature had a real interest in 
changing the basis of accounting at that time 
(Mauro, 1988). The Office of the Comptroller 
continued to push the issue, first publicly 
recommending that the state adopt a modified 
accrual basis of accounting in its 1972-73 
Annual Report (Ives, 1989; Waring, 1989). 

In the early 1970s, a bill proposed by 
Comptroller Levitt to reform the financial 
reporting practices of the state was vetoed 
(New York State, Review Panel, 22 February 
1980). There was no support from the 
governor or the legislature for GAAP financial 
reporting at that time. The comptroller 
continued to make simple recommendations 
for changes that would move the state toward 
GAAP, but these efforts were not successful 
(Ives, 1987). In 1976, the Office of the 
Comptroller prepared its first prototype 
GAAP statements, but these were not issued 
(New York State, Review Panel, 22 February 
1980). 


? This report was issued by the New York State Assembly Commission on Economy and Efficiency in Government and was 
authored by David Martin, a staff member of the Commission. 


10 To make the cash basis method more consistent, the Office of the State Comptroller recommended recording 12 months 
of cash receipts in each fiscal year, instead of booking 11 months in some years and 13 months in another. 
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In 1977, Levitt, following his staff’s recom- 
mendation, issued the GAAP prototype financial 
statements — even though there was no 
executive or legislative demand that GAAP 
statements be prepared. The State Office of the 
Comptroller distributed the prototype GAAP 
statements to the executive branch of govern- 
ment (Division of the Budget and Legislative 
Fiscal Staff), the financial community (under- 
writers of the annual spring borrowing), and 
the public accounting profession (“Big Eight” 
public accounting firms). Because most of the 
accounting issues that arose in New York’s 
situation had yet to be addressed by the 
National Council on Governmental Accounting 
(NCGA), which was recognized as the 
authoritative source for governmental GAAP, 
the Comptroller's Office spent considerable 
time and effort analyzing transactions and 
developing methods for measurement. At each 
step, outside professional advice was sought. In 
the late 1970s, GAAP for government entities 
was in an early stage of development. The 
government accounting community was still in 
the early stages of organizing to develop and 
promote the use of GAAP for government 
entities (New York State, Review Panel, 22 
February 1980, 30 September 1980). 

In December 1978, shortly before leaving 
office, Levitt held a major press conference in 
which he released similar prototype statements 
for fiscal year 1978 and called for GAAP 
legislation (AFRR, p. 4). In October 1978, he 
stated in his last annual report: 


There is almost universal agreement that the cash basis 

.. is outmoded. ... A conversion to GAAP has been 
strongly urged by professional associations, the federal 
government, and the investment community. It is 
inevitable sooner or later and should be initiated at an 
early date (AFRR, p. 29). 


In 1979, Edward V. Regan, an attorney, took 
the oath of office as State Comptroller. Regan, 
who had no formal background in accounting, 
learned the details of the GAAP issue from his 
staff, who wanted to get the GAAP project 
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moving. Regan stepped up his predecessor’s 
campaign for the state’s adopting GAAP 
for external financial reporting. He charged 
that citizens did not have reliable financial 
information on which to judge the credibility of 
conflicting statements regarding the state’s 
financial condition (Albany Times-Union, 27 
November 1979). He described New York’s 
methods of financial management as a “web of 
financial schemes, unorthodox and obscure 
methods of government budgeting, financing 
and financial reporting ...” (Regan, 1988). 
Regan publicly stated that “New York has been 
able to ignore a ‘deficit’ that is more than $2 
billion and growing because its accounting 
system allows ‘maximum manipulation’ of its 
books” (New York Times, 20 December 1979). 
He likened the state’s cash basis system to a 
“$12 billion checkbook” (New York Times, 
20 December 1979) and claimed he was 
“determined to overhaul the way the state 
conducted its fiscal affairs” (Regan, 1988). 

Regan realized New York could not adopt 
GAAP without support from the legislature and 
the governor, because any change would 
be politically difficult given the state’s fiscal 
condition. Comptroller Levitt, before Regan, 
could not generate the support necessary to 
move the state to GAAP. Regan had to create 
conditions that would allow him to exercise his 
constitutional authority to dictate GAAP for 
external financial reporting and survive pos- 
sible political retaliation from the governor and 
any legislators who opposed GAAP because it 
would limit their political power to satisfy their 
constituents.’ Thus issuing GAAP prototype 
statements revealing the state’s weak financial 
condition was a way to push the GAAP issue 
without creating serious legal problems for 
other elected state officials. 

The GAAP prototype statements that 
received the most attention were issued in 
1979. A quick review of the state’s financial 
position on a GAAP basis produced a bleak 
picture. The state had no equity in its General 
Fund; rather, it had an accumulated deficit 


' While the state constitution prohibited appropriating a deficit budget, the basis of accounting was not defined. 
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of over $2 billion. Expenditures exceeded 
revenues by $108 million in the current year 
alone. Also, the “Budget to Actual” statement of 
revenues and expenditures revealed an un- 
favorable variance between budgeted and 
actual tax revenues of over $500 million and an 
unfavorable variance of almost $100 million 
related to debt service expenditures. The 
reconciliation between the cash and GAAP 
statements reflected a difference of over $300 
million. The weaknesses in the state’s financial 
condition became overwhelmingly apparent in 
the prototype statements (AFRR, Prototype 
Financial Statements Fiscal Year Ended 1979). 
Because of press coverage, the public came 
to understand that the financial management 
practices of the state were in need of reform 
(see, for example, the New York Times, 20 
December 1979; Albany Times-Union, 27 
November 1979; or Schenectady Gazette, 27 
December 1979). The GAAP debate provided 
newsworthy stories of conflict, controversy, 
and challenges to those in office. Articles 
were filled with words and phrases like 
“manipulation”, “hidden deficits”, “poor 
financial management” and “government 
spending”. Not only did the press “expose” to. 
the public the problems with the state’s 
financial management practices, it also put the 
GAAP issue on the political agenda. Accounting 
principles and budgeting practices became an 
important issue for New York’s elected officials. 
According to Regan “the state bookkeeping 
practices first took on a real political context 
in November of 1979, when the legislature 
returned in Special Session to override 
Governor Carey’s veto of legislation removing 
the state sales tax on home heating fuels ... I 
was getting calls from the Assembly Speaker’s 
office asking if the State could afford it, and I 
couldnt tell” (Albany Times-Union, 27 
November 1979). Governor Hugh Carey had 
vetoed a fuel aid bill, claiming that New York 
could not afford the program. The legislators, 
however, asserted that the surplus at the 
beginning of the year would more than 
adequately cover the program’s cost. They even 
came up with a figure for the cost of the 
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program that was half of Carey's predicted 
amount. The override was particularly striking 
because a governor’s veto had been overridden 
only once before in the past 100 years (Albany 
Times-Union, 27 November 1979). 
- On 4 December 1979, Standard & Poor's 
lowered the credit rating on New York’s 
General Obligation bonds from AA to AA—. The 
other major bond rating agency, Moody’s 
Investor Services, Inc., had already rated New 
York’s short term bonds at A (lower than 
Standard & Poor's: rating). The action by 
Standard & Poor’s came as the state prepared to 
market $81 million in long term debt. The 
interest costs arising from the lowered rating 
climbed five basis points, increasing the state’s 
effective interest rate from 6.75% to 6.8% 
(New York Times, 5 December 1979). A total of 
over $12 billion par value bonds were affected 
by the rating change, lowering their value. 
Likewise, the ratings on bonds of various state 
agencies and authorities that depended on the 
state’s moral obligation provision for their 
ultimate security were tied to the state’s ratings 
and thereby changed by the downgrading 
(AFRR; Standard & Poor’s, 4 December 1979). 
Also, the interest rate that the state paid on its 
spring borrowing was affected (see Table 1). 
One reason cited for the lowered rating by 
Standard & Poor’s was “continued concerns 
over the uncertainties associated with the 
state’s cash method of financial reporting” (New 
York Times, 5 December 1979). The rating 
agency gave several other justifications, includ- 
ing the state’s expanding use of income tax 
refunds to manipulate the cash balance at 
year end and the legislative override of the 
governor’s veto on the utility tax break law. 
This last instance may be particularly significant 
since the debate over this legislation was 
centred around the governor and the legisla- 
ture’s disagreement as to whether the state 
could afford such a program while the state 
comptroller claimed not to know (AFRR; 
Standards & Poor’s, 4 December 1979). 
Standard & Poor’s action caught the attention 
of the elected officials. Regan viewed this action 
as another sign that financial reform was 
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needed; Governor Carey proclaimed that the 
lowered bond rating was a warning “the state 
intends to seriously heed” (New York Times, 
5 December 1979); the recently created legis- 
lative Commission on Economy and Efficiency 
in Government intensified its efforts to move 
the state to GAAP. None the less, Howard 
Miller, then New York’s budget director, 
charged that accrual accounting was “a ‘strait- 
jacket system’ that would only serve the needs 
of the accountants” (Schenectady Gazette, 20 
December 1979). Not all state bureaucrats 
believed in the virtues of GAAP. 

In April 1979, the Commission on Economy 
and Efficiency in Government was created 
by the state legislature and charged with 
identifying ways of increasing the economy and 
efficiency of the state government by improving 
state administration and operations. The com- 
mission was made up of five senators and five 
assemblymen with membership split equally 
between Republicans and Democrats. The 
commission established a staff for a financial 
management improvement project with two 
components: internal control, and accounting 
and financial reporting. The staff selected 
financial reporting as its first task, believing it to 
be a building block for other areas of financial 
management. 

A bill introduced in the state Senate in 1979 
to make the cash basis accounting system more 
consistent did not pass the legislature (AFRR). 
During this time, the Commission on Economy 
and Efficiency in Government stepped up its 
review of the state’s financial management and 
reporting practices and assembled a review 
panel to give its work credibility. The lowered 
credit rating in December 1979 created 
further political pressure for the governor to 
reconsider the GAAP issue. Because of the grim 
condition of the 1980 budget, Governor Carey 
claimed he was looking for a new “nice, clean 
bookkeeping system” to keep the legislators 
from spending more money than the state had. 
He realized that not facing up to the full cost 
of any mew spending appropriated was 
“particularly dangerous in an election year” 
(Albany Times-Union, 10 January 1980). The 
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governor's new position, elaborated in his 1980 
State of the State Address, coincided with 
arguments in favor of GAAP: 


In addition, to reduce our dependency on large and 
costly seasonal borrowing, I will propose that we take 
steps to change our revenue and expenditure system to 
make it compatible with generally accepted accounting 
principles. Due to practices adopted by previous 
administrations, immediate and complete conversion to 
accrual accounting would result in unacceptable fiscal 
and economic dislocations. ... Therefore, my Executive 
Budget will include specific measures to gradually move 
our State to a modified accrual [accounting] system. 


The governor reiterated his support for 
financial reform legislation in his Annual Budget 
Message for 1980-81. He wanted to impose 
a statutory limit on state spending, and 
reform and restructure the state’s budgeting 
and accounting system. He endorsed the 
comptroller’s position to reduce seasonal 
borrowing. Carey stated that these were 
“essential steps” towards financial reform. 

The Commission on Economy and 
Efficiency’s report, Accounting and Financial 
Reporting Reform in the State of New York 
(AFRR), issued in July 1980, was highly critical 
of the state’s financial management practices. 
Since none of the commission staff had strong 
backgrounds in accounting and financial report- 
ing, a review panel was assembled to ensure 
that the arguments used were sound and the 
conclusions in the report would be supported 
by experts. The review panel included a former 
state budget director, representatives from the 
financial community, representatives from the 
public accounting profession, representatives 
from accounting related functions in business, 
and academics (Review Panel, Transcript, 
22 February 1980). The report cited the 
public confusion over the actual surplus/deficit 
numbers as revealing financial reporting prob- 
lems with the state’s use of cash basis account- 
ing. Some newspaper articles had reported a 
$303 million surplus while others had alleged a 
$108 million deficit (see, for example, Albany 
Times-Union, 27 November 1979; Schenectady 
Gazette, 20 December 1979). The confusion 
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diminished the public’s confidence in the state’s 
accounting system (Albany Times-Union, 10 
January 1980). 

The report identified the following advant- 
ages of adopting GAAP for external financial 
reporting: 

(1) GAAP reports will show the extent to 
which the state operates within the constraints 
of its resources; 

(2) GAAP reports will lessen the confusion 
caused by reporting widely different numbers; 

(3) GAAP reports will lessen the manipulation 
of reported revenues and expenditures, elimin- 
ating playing with the timing of cash flows; 

(4) GAAP reports will show accounts 
receivable and payable information; 

(5) GAAP reports will measure costs of 
services provided more accurately because 
of the improved matching of revenues with 
expenditures. 

The report contended that “if there is a 
general perception that a government’s 
financial information is erroneous or inade- 
quate, it could contribute to a lack of public 
confidence” (AFRR). The fear was that lack 
of public confidence could lead to serious 
problems in the municipal bond market. The 
report stated that the credibility gap might be 
greater than the budget gap, since the market 
could no longer assume that the state had 
unlimited taxing power. New York needed 
greater credibility, which could be achieved 
by adopting GAAP for external financial report- 
ing. The report suggested that adopting GAAP 
would help restore public trust and favorably 
impress the financial community, leading to 
improvements in the state’s credit rating. 

In discussing the draft report, the review 
panel had a long debate over the virtues of cash 
basis versus accrual basis accounting, 
noting that both methods were subject to 
manipulation. The transcript of this meeting is a 
rich source for statements on politics, power, 
and accounting. One panel member offered the 
following insights: 


Yes, I guess having been a “manipulator” at one stage I 
would object to the word [manipulation], and in that 


position I would argue that it was management an 
there’s a whole bunch of reasons why that’s donc 
largely political in regard to —- I don’t mean partisai 
sense — but in terms of positioning in regard to thi 
debates on the budget. I realize that a lot of outsider 
have some very serious questions on this so-called, wha 
I call management, and others, the press notably, cal 
manipulation, but I just want to put on the table tha 
there may well be some very legitimate and prope 
reason for that ... I really question whether an accrus 
accounting [system] would have prevented many of th 
things that were used (Review Panel, Transcript, 2: 
February 1980, pp. 8-9). 


Although several panel members claimed tha 
GAAP financial statements are less susceptibk 
to manipulation than cash-basis statements, the 
panel’s discussion revealed that an accrual basi: 
accounting system would not guarantee ai 
end to manipulation and the resulting public 
confusion that such practices cause. 

Indeed, the discussions revealed that thi 
State’s cash basis accounting system wa 
adequate in the eyes of the bureaucrat 
responsible for preparing the state’s budget. A: 
a practical matter the state’s cash basis account 
ing system could not be discarded (Reviev 
Panel, Transcript, 22 February 1980, pr 
43—45). The need for accrual-based accountin; 
information for management purposes was no 
the issue (Review Panel, Transcript, 2: 
February 1980, pp. 47—48). Nor had the credi 
markets been overly concerned with the basi 
of accounting as an issue in and of itself. Pane 
members representing bond rating agencie 
and underwriters emphasized the need fo 
external financial statements conforming witl 
GAAP to establish the state’s fiscal credibility 
The comments of the Standard & Poor’ 
representative are particularly revealing: 


We pointed out one particular area and it may or ma 
not have anything to do with cash accounting or accru 
or modified accrual, and that was the manipulation c 
the income tax refunds . . . The question is: What syster 
do we need to move towards that ideal [full fisc: 
integrity]... I’m also thinking about the business side < 
accounting and finance, and I am having problems wit 
the business side . . . I want to make this point — that n 
matter what system we have, we've got to have 

working without manipulation and with full disclosur 
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of the consequences of whatever system we're working 
with; ... in the public arena we deal with political 
factors, and the budget is a political document, but, so 
what. There’s nothing bad about politics (Review Panel, 
Transcript, 22 February 1980, p. 16). 


That accounting in and of itself was not a major 
issue to the credit markets is reiterated by the 
comments of two other review panel members. 
The then current Secretary of the New York 
State Board of Public Accountancy noted: 


[The state] started putting the prototypes together in 
76 before they even became public. At the time we 
were putting together the disclosure prospectus state- 
ments, ... it [the credit rating agency] became aware or 
lawyers became aware that we were working on this 
project and said, “My goodness, you’d better put 
something in the offering statement about what you’re 
doing here”. So we decided to have a meeting of the 
underwriters and explain to them what we were doing 
and that, my God, there was a terrible deficit here. There 
wasn’t an eyebrow moved ... they were not shocked 
by it (Review Panel, Transcript, 22 February 1980, 
p. 58). 


Another, unidentified, panel member stated: 


In my own work, what I’ve been preaching to the State 
of New York for over ten years is to redress the 
imbalance of the cash flow calendar. Now that’s another 
story and that’s what the state ought to be working on, 
nothing to do with accounting, is to reduce the cost of 
borrowing. Gosh, the 4 billion dollars alone will cost the 
State over 300 million dollars. Now that’s ridiculous! 
(Review Panel, Transcript, 22 February 1980, p. 58). 


Rather than accounting, the issue was seen as 
lack of public credibility. Then President of the 
Empire Chamber of Commerce, a former 
Director of the New York State Division of 
Budget, pointed out: 


There is a general credibility problem of the public with 
government in general and financial reporting is a part 
of that. There is no question in my mind that 
government in general, at all levels, is under some 
serious questions and credibility in the public’s mind .. . 
I don’t mean the fellow on the street necessarily. I'm 
talking about the professional accounting field and/or 
financial community, either one (Review Panel, 
Transcript, 22 February 1980, p. 45). 
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The review panel’s consensus was that “public 
accounts of financial manipulation [had] contri- 
buted to a lack of confidence in the integrity of 
the State’s financial reports” (Review Panel, 
Summary of Meeting, 22 February 1980). 

GAAP advocates on the review panel 
recognized the connotation of the term 
“generally accepted accounting principles” 
and used it to their advantage. In discussing 
whether to use the term “GAAP” instead of 
“accrual” in promoting the accounting con- 
version efforts, panel members argued that no 
one could oppose a system that is generally 
accepted: The name implies that any other 
accounting principles are not accepted in the 
accounting profession. GAAP is also seemingly 
apolitical (Healy, 1981, p. 95). According to its 
proponents, GAAP simply made sound business 
sense, regardless of which political party was in 
power. They cited GAAP’s wide acceptance in 
business, financial, and academic communities 
as the language of accountants. The director of 
the Commission on Economy and Efficiency in 
Government stated: 


GAAP is the thing that publicly you latch onto ... GAAP 
is a language. That’s all. A language of accountants. It’s 
intelligible universally. That’s why we choose that. I 
mean if I am going to computers, I would pick a 
computer language that is compatible with the 
particular machinery I’ve got (Review Panel, Transcript, 
22 February 1980, p. 24). 


A commission staff member stated: 


Now, in times like this, with the well known anti-tax 
bias, for the State to be seen to go on the path of virtue, 
at least as defined by accountants, would be something 
that the public would understand, especially if you can 
get it on the front page of The Times and I think that if it 
got no other benefit I think that would be worthwhile 
(Review Panel, Transcript, 22 February 1980, p. 71). 


But not all panel members agreed that GAAP 
was “apolitical”. A panel member who is a 
nationally recognized scholar and supportive of 
cash-basis accounting commented: 


-.. the method of bookkeeping should not change the 
flow of funds; nor will tinkering with the system 
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eliminate any deficit — assuming that one exists. 
Regarding the latter, I am confident that hiring a 
“creative accountant” for but a single day would bring 
forth an appropriate account to which to charge the 
deficit figure. He [could], for example look at APB 16 or 
FASB 34 for guidance. If that failed, give him a copy of 
the Lockheed Aircraft L-1011 accounting model as a 
guide (Review Panel, Summary of Meeting, 22 February 
1980, p. U-8). 


Another member, who was then a partner with 
one of the “Big Eight” public accounting firms, 
commented: 


However, the question of whether the commitment is a 
liability under GAAP and the future revenue an asset has 
to be addressed in measuring the “deficit” reported, and 
therefore, practically speaking while a separate issue 
technically, it is a real political issue (Review Panel, 
Summary of Meeting, 22 February 1980, p. U-8). 


With the exception of one member, the 
review panel endorsed the report’s primary 
conclusion that “the state should immediately 
begin to move to an accrual basis accounting 
and financial reporting system conforming with 
Generally Accepted Accounting Principles 
for Governments (GAAP)? (Review Panel, 
Summary of Meeting, 22 February 1980). The 
opposing member, an academic, commented: 


The thrust of this project is mindful of the drunk who 
lost his keys in the middle of the block, but was looking 
for them at the corner because the light was better . .. J 
was a member of an ad hoc advisory committee brought 
together in 1973—74 by Comptroller Golden to review 
the accounting and fiscal reporting practices of the city 
[of New York]. Even our most superficial review 
revealed the kinds of gimmickry being used to create 
the appearance of budgetary balancing. I submit the 
bankers, underwriters, dealers in the securities of the 
City knew (or if they looked would have known) just 
how the game was being played ... I believe that the 
shift to GAAP (modified or pure) would lead to an 
inference that the underlying problems have been cor- 
rected, that henceforth gimmickry in budgeting and fiscal 
reporting will have been eradicated. Those of us who 
are intimately familiar with the GAAP precepts in business 
know full well that this is certainly not the case (Review 
Panel, Summary of Meeting, 22 February 1980, p. U-6). 


In the spring of 1980, the report of the 
Commission on Economy and Efficiency in 
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Government (the AFRR) was released and 
interest in GAAP was renewed. The Speaker of 
the Assembly introduced a bill to implement 
GAAP and other reforms related to accounting, 
reporting, and budgeting. After discussions with 
the Office of the State Comptroller, the bill was 
amended, and in June 1980 it passed the 
Assembly and Senate. In July, Governor 
Carey vetoed the bill on Comptroller Regan’s 
recommendation. The governor argued that 
the bill’s detailed reporting requirements im- 
properly infringed upon the prerogatives of the 
comptroller. The Empire State Report (Healy, 
1981, p. 96) reported: 


At the end of his veto message, Carey noted that both 
the Comptroller and the Division of the Budget had 
recommended disapproval of the bill. In an explanatory 
memorandum explaining his position, Regan said, “To 
the extent the bill purports to subject the Comptroller 
to the direction of the Legislature ... in the exercise 
of his constitutional responsibility to design and 
administer the State’s accounting system, it is in our 
opinion unconstitutional”. 


The legislature decided not to override the 
governor’s veto (Review Panel, Transcript, 30 
September 1980, p. 4). Instead, the interested 
parties proposed cooperating in implementing 
as many as possible of the bill’s reforms in a 
manner consistent with the spirit of the 
bill, taking into consideration the technical 
problems raised by the comptroller and the 
budget director. Regan and Carey both pledged 
their cooperation (Martin to Anthony, 14 
August 1980). 

Yet the pressures to pass GAAP legislation 
were still strong. Regan was attacked for 
supporting poor financial management prac- 
tices and improper accounting in a com- 
mentary by the Chairman of the Assembly’s 
Ways and Means Committee published in the 
New York Times. 


The State Assembly has proposed that the comptroller 
put the state’s finances on an “accrual basis” .. . All of the 
fiscal realities are acknowledged when accounting is 
done by generally accepted accounting principles and 
practices ... The accounting used by Mr, Regan is on a 
“cash basis”, ... To acquire a favorable credit rating 
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from the investment community for bonds and notes, 
the comptroller can knowingly misrepresent the state’s 
financial condition, using outdated accounting and 
reporting practices. But Wall Street and the bankers 
have not been taken in by this shell game since the near 
collapse of New York City. Demand for institution of 
generally accepted accounting principles and practices 
in Albany have become a priority of Wall Street and 
elsewhere in the investment community (New York 
Times, 14 August 1980). 


Regan responded to public pressure created by 
the New York Times commentary by introduc- 
ing another GAAP bill in 1981. The new bill, 
in addition to mandating GAAP, contained 
language designed to include in the appropria- 
tion process many government funds (known 
as off-budget funds) that had been excluded.!” 
Federal funds became subject to the appropria- 
tion process. Also under the new bill, the 
governor could no longer earmark certain state 
revenues and thereby remove them from 
the budget process (Office of the State 
Comptroller, 30 September 1980). This would 
end what Regan called “a political advantage 
that governors have enjoyed for the last 50 
years — budget manipulation” (Healy, 1981, 
p. 95). Standard & Poor’s revealed that New 
York might be cited for reporting weaknesses 
while its bond rating would be maintained, 
implying that this maintenance was due to the 
state’s converting to GAAP (Standard & Poor’s, 
1980). The governor was unable to ignore 
pressure created by the credit markets; the state 
needed to borrow $4 billion in April. Carey’s 
political future seemed tied to his position on 
the GAAP issue (Schenectady Gazette, 17 
January 1980). 

Yet while the GAAP bill seemed to increase 
the legislature’s power while decreasing the 
governor’s, some members of the legislature 
believed the governor would still do things “off 
budget” and decide what would be classified 
into the “non-treasury” categories (Healy, 
1981, p. 97). Moreover, language contained in 
the GAAP bill would allow the comptroller to 
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make cost—benefits arguments against the use of 
specific principles of GAAP, requiring that such 
departures be disclosed and their estimated 
effects on the financial statements disclosed. 
Popular press reports suggest that the comp- 
troller was the elected official who gained the 
most political power in the process of moving 
the state to adopt GAAP. 


Even if the Comptroller’s bill had been purely technical 
and did not touch on everyone’s current budget 
authority, it would be viewed as political. Regan is on 
everyone’s list as a possible gubernatorial candidate in 
1982, and his views on any subject, not just GAAP, are 
seen in this context ... Having established himself as the 
prime mover behind putting the State’s books in order, 
of course, can only increase his stature. While the 
Legislature and Governor can say they are behind 
GAAP just as much as Regan, the fact remains 
that GAAP’s architecture is mostly Regan’s achieve- 
ment, something his rivals cannot overlook (Healy, 1981, 
p. 97). 


The GAAP conversion bill required amending at 
least 38 separate statutes and abolishing or 
consolidating almost 1000 funds. It rested on a 
few basic concepts: 

(1) all money received by the State should be 
paid into the Treasury subject only to few 
exceptions; 

(2) no money should be paid out of the 
Treasury except by appropriation; 

(3) the number of funds within the Treasury 
should be limited to only a few categories as 
recognized by GAAP; . 

(4) all existing off-budget funds should be 
abolished unless they fall into categories 
of funds exempted from payment into the 
Treasury. Treasury is defined as all state 
funds except those deemed non-treasury, 
which include fiduciary and enterprise funds 
(Office of the State Comptroller, 1980). 


On 7 July 1981, three years after prototype 
GAAP statements were first issued, Governor 
Carey signed into law the Accounting, Financial 


12 Most of the bill’s provisions were developed from recommendations made by a management consulting firm that was 
hired by the Assembly Ways and Means Committee in 1979 (The New York Times, 14 August 1980). 
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TABLE 2. Time line for New York State adoption of GAAP 


April 
1934 1969 1975 1977 1978 

Mofatt Commission Comptroller’s prodding New York City SEC hearings on Change of comptroller 
for cash accounting for accrual fiscal crisis New York City crisis 

March April May December July July 

1979 1979 1979 1979 1980 1981 
NCGA Legislative S&P Policy New York State Governor GAAP 
Statement 1 GAAP Commission Statement bond rating dropped vetoes GAAP bill bill enacted 


Reporting and Budget Accountability Reform 
Act of 1981 (see Table 2). 

The statute required that the state adopt new 
financial management practices beginning in 
fiscal year 1982. The presentation of a budget 
and completion of an audit in accordance with 
GAAP is legally required. Nearly all state funds 
are subjected to the budget and appropriation 
process. Quarterly updates explaining major 
deviations between planned and actual ex- 
penditures are required. However, the act does 
not require the budget to be balanced on a 
GAAP basis; it can still be balanced on a cash 
basis. Therefore two versions of the budget 
must be prepared (Green, 1987). Both cash- 
based and GAAP-based financial plans must be 
prepared and five year projections compiled. 
The accounting and reporting system is based 
on both cash and GAAP. The annual GAAP 
statements are independently audited by a CPA 
firm and submitted to the legislature no 
more than 120 days after the fiscal year end 
(Henderson et al., 1986). 


FINDINGS AND INTERPRETATION 


We find that the more compelling explana- 
tion of the decision-making process in New 
York State’s adoption of GAAP was gained from 
institutional theory, using insights from the 
political-power perspective, a finding similar to 
the findings of Ansari & Euske (1987). Powerful 
interests in the state government environment 
organized to create the pressure necessary to 
convince New York State’s elected officials that 


the adoption of GAAP by the state government 
entity was, in fact, in their political best interest. 
The state of New York needed a symbol of 
legitimacy to demonstrate to the public and the 
credit markets that the state’s finances were 
well managed. GAAP, as an institutionalized 
legitimated practice, serves this purpose. The 
battle for power between the governor and the 
legislature is viewed as a critical factor in 
development of a political entrepreneur to 
champion the GAAP bill through the legislative 
process. Because of legal barriers that made 
developing GAAP information very time con- 
suming, a political consensus among various 
interests with competing objectives had to 
be cultivated. The use of power by various 
organized interests in the environment of New 
York state is also identified as an important factor 
in the adoption of GAAP. Our evidence was also 
consistent with the economic consequences 
perspective; however, this perspective does not 
provide a rich interpretation of all events and 
factors that we believe are important in the 
GAAP decision-making process. We found 
no compelling evidence consistent with the 
technical-rational perspective. 

Unlike many states, New York requires that 
its accountants and auditors hold degrees in 
accounting. Many on the comptroller’s staff 
were active in professional organizations such 
as the Municipal Finance Officers Association 
(MFOA); the states computerized central 
accounting system had been redesigned in 
1960; and accounting staff had discussed the 
need for the state to move to a modified system 
of accounting well before the New York 
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City crisis. Their professional activites and 
education had made staffers aware of the 
professional arguments in favor of the modified 
accrual-basis of accounting. Most professional 
accountants are trained to believe that accrual 
accounting is better than cash-basis accounting: 
the typical introductory accounting course 
teaches accrual basis accounting and provides 
arguments in favor of using accrual-basis 
accounting. The nature of professional account- 
ing education, coupled with the hiring 
requirement of an accounting degree, is viewed 
as contributing to the process of normative 
isomorphism in New York’s adopting GAAP. 

Regan’s quick mastery of the pro-GAAP 
arguments, given his lack of formal accounting 
education, is evidence of his staff’s knowledge 
and support for the state moving to GAAP.” 
Transcripts of the review panel meetings of 30 
September 1980 indicate that Regan relied 
heavily on his staff in explaining accounting 
matters. It is unlikely that Regan would have 
been such a strong GAAP advocate without the 
support of a well-trained accounting staff. Our 
evidence suggests that Regan became a player 
in a normative process already well underway 
at the time of his election. 

Our evidence further suggests that the 
public’s perception —- molded in part by the 
state comptroller and the Commission on 
Economy and Efficiency in Government — that 
the state’s financial control system could no 
longer provide adequate financial information, 
combined with other factors, created a 
legitimacy crisis for the state that threatened 
the state’s access to the capital markets. The 
legitimacy crisis was fueled by a declining 
economy, the state’s lowered credit rating, 
pressure from the media, and the public’s 
confusion over the state’s cash surplus/GAAP 
deficit situation. As the state’s financial 
management practices were attacked, the 


V. L. CARPENTER and E. H. FEROZ 


bureaucrats in charge of administrat: 
those practices likewise came under fi 
Embarrassment, accusations, and revelatit 
shook the political scene as everyone took sic 
in the GAAP/non-GAAP debate (Schenecta 
Gazette, 20 December 1979). 

We argue that environmentally induc 
political incentives were a primary factor in ! 
state’s decision to adopt GAAP. In New Yc 
the GAAP debate focused on whether | 
executive or the legislature would prevail if | 
state moved to GAAP, that is, who would be | 
“winner” in the game of budgetary politics. 7] 
governor wanted to maintain his level of pov 
and control over the budgetary process. 7 
legislature and the comptroller had politi 
incentives to stimulate the legitimacy cri 
since each wanted more power over | 
budgetary process. The comptroller, moreoy 
was viewed as a potential gubernato: 
candidate (Schenectady Gazette, 17 Janu 
1980). The legislature used the Commission 
Economy and Efficiency to create politi 
pressure; the comptroller used the pri 
The political pressures created resulted it 
credibility problem in the capital markets t 
is perhaps the single most important fac 
contributing to the process of coerc 
isomorphism. The loss of access to the cap 
markets was an outcome that no politi 
leader could accept. The political leadership 
particular the governor, could thus be coerc 
into adopting GAAP to ensure access to | 
capital markets. 

The political struggle between the govert 
and the legislature over the budget contribui 
to the process of coercive isomorphism t 
was already underway at the national level. 1 
activation of a coercive process to move st 
and local governments to adopting GAAP for | 
ternal financial reporting is evidenced by thi 
events. First, amendments to the 1979 Fede 


13 Regan stated that “I made the conversion of the archaic cash-based method of accounting to a state-of-the-art sys! 
based on GAAP my number one priority even before being elected Comptrolfer. While there were many reasons for dc 
so, my principal goal was an efficient, economical and disciplined accounting and financial reporting system which wc 
best serve the needs and interests of the. State’s taxpayers” (Office of the State Comptroller, 25 May 1982). 
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Revenue Sharing Act required state and local 
governments with over $25,000 annually in 
federal monies to have an audit performed in 
accordance with generally accepted auditing 
standards (GAAS) at least every three years. The 
use of GAAS will result in material departures 
from GAAP being noted in the auditor opinion 
accompanying the government’s financial 
statements. Second, a revised policy statement 
issued by Standard & Poor’s in 1980 indicated 
that use of cash-basis accounting would be 
considered a negative factor in the credit rating 
process (Standard & Poor’s, 1980). Third, the 
federal government was threatening to dictate 
governmental accounting standards and 
remove from the accounting profession’s 
control (Greathouse, 1985, pp. 27—28). This 
threat served to organize the accounting 
profession on government accounting issues 
(Greathouse, 1985, p. 27). We argue that the 
governor, the comptroller, and the legislature 
were coerced by the credit markets and the 
accounting profession into supporting GAAP 
legislation. 

We also find that the history of the 1975 New 
York City fiscal crisis is important in under- 
standing the state’s decision to use GAAP for 
external financial reporting. The New York City 
crisis reminded municipal investors that default 
on government securities was possible. In the 
aftermath of the New York City crisis, many 
governmental entities, including the state of 
New York, were forced to re-evaluate account- 
ing practices to retain access to the securities 
market. Those governments in need of 
improved financial management practices were 
frequently advised to mimic New York City in 
adopting GAAP for external financial reporting 
to improve credit ratings. 

Considerable effort was expended in making 
the elected officials understand and react to 
accounting and financial reporting issues. The 
pressures began from efforts initiated as early as 
the 1930s by the accounting staff in the Office 
of the State Comptroller, without the support of 
elected officials. We find the most probable 
motivation behind New York’s policy decision 
to report on a GAAP basis to have been the 
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need for a symbol of legitimacy after the 
financial crisis became public in 1979, coupled 
with organized pressure from powerful 
interests in the institutional environment. The 
evidence suggests that the financial crisis was 
triggered by the governor’s veto of a tax cut 
measure in 1979, followed by public reports of 
the state’s poor financial management practices. 
Powerful interests supportive of the GAAP 
issue were able to use coercion through the 
comptroller, the Assembly’s Commission on 
Economy and Efficiency in Government, and 
the press to convince elected officials that it 
was in their best interest to adopt GAAP for 
external financial reporting. We believe that the 
coercive isomorphic process to adopt GAAP 
was influenced by the social process of mimetic 
isomorphism that was in progress at the 
national level when New York decided to 
adopt GAAP for external financial reporting. 
Moreover, we believe that New York State 
adopting GAAP served to legitimate the use of 
GAAP across governmental contexts intensify- 
ing the mimetic process which began with New 
York City’s adoption of GAAP. 


CONCLUSIONS 


Accounting choice decisions have generally 
been justified in several ways: implicit cost— 
benefit analysis on the part of the managers 
(Watts & Zimmerman, 1978), perceived 
investor reactions in terms of stock price 
(Beaver, 1981), and/or managerial incentives 
for improving management compensation 
(Holthausen & Leftwich, 1983). We believe 
that a sociological approach to accounting rule 
choice complements the extant approaches 
in the governmental accounting literature. 
In particular, we argue that New York’s 
decision to adopt GAAP was an attempt to 
regain legitimacy for the state’s financial 
management practices. Challenges to the state’s 
financial management practices, led by the state 
comptroller, contributed to confusion and 
concern in the municipal securities market. The 
confusion resulted in a lowered credit rating. 


638 V. L. CARPENTER 
To restore the credit rating, a symbol of 
legitimacy in financial management practices 
was needed. 

It is debatable whether GAAP was the 
solution for the state’s financial management 
problem. Indeed, there is strong evidence that 
GAAP did not solve the state’s financial 
management problems. After the adoption of 
GAAP in 1981, the states General Fund 
accumulated deficit grew from $2.1 billion in 
1982 to $3.1 billion in 1990 (Green, 1991, 
p. 41). The review panel of the Commission 
on Economy and Efficiency in Government 
expressed doubts as to whether GAAP 
would solve the state’s financial management 
problems. Yet the review panel agreed that 
GAAP would restore the shattered confidence 
of the public in the financial reporting practices 
of the state. New York needed a symbol of 
legitimacy that could be easily recognized by 
the public. In the realm of financial reporting, 
“GAAP” is the recognized symbol of legitimacy. 

Unlike the natural history model of Rowan 
(1982), “where isomorphism occurs in ideal 
sequences”, the GAAP decision of New York 
was slow, time consuming, and muddled with 
politics. New York’s decision to adopt GAAP 
involved the participation of both the executive 
and the legislative branches of government; the 
state comptroller did not have the political 
power to adopt GAAP alone despite his 
constitutional authority to do so. 

The evidence indicates that the role of 
professional élites (Richardson, 1987) was an 
important factor in accelerating the mimetic 
and coercive isomorphic processes (DiMaggio 
& Powell, 1983) that were creating institu- 
tional pressures for New York to adopt 
GAAP. Various elements of the institutional 
environment (the nation/state, the professions, 
resource providers, and the public) used 
powerful representatives to create institutional 
pressure for adopting GAAP. The comptroller’s 
staff used the power of societal professional 
expectations to create political pressure for the 
state adopting GAAP. The comptroller used 
political power over the budgeting and 
accounting processes to create political pressure 
for and against the legal adoption of GAAP. The 
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governor used political power to oppose the 
legal adoption of GAAP. The legislature used 
political power to create pressure for GAAP 
adoption as a means of gaining more political 
power over the budgetary process. The credit 
markets used political power — based on their 
control of financial resources necessary for the 
state to carry out its primary functions — to 
create political pressure for GAAP adoption. 
While professional élites were active in the 
political debates related to the state adopting 
GAAP, the arguments put forth were on both 
sides of the GAAP issue. The eloquent debates 
of the professional élites were used by various 
interests to increase political pressure by virtue 
of the professionals’ positions in society and 
the accounting profession. In summary, the 
evidence presented in this case suggests that 
powerful actors pursuing their own interests — 
political and economic — contributed to the 
sociological process of coercive isomorphism. 

Institutional theory, although in a state 
of infancy (see Scott, 1987; Zucker, 1988; 
DiMaggio, 1988, 1991) offers the strongest 
theoretical base for expanding understanding of 
accounting choice in the public sector. The 
theoretical perspectives identified for study — 
except the technical-rational perspective — 
provide insights that are useful in understand- 
ing accounting choice in the public sector, but 
none is adequate alone in explaining the 
complex motives, conditions, processes, and 
constraints that influence accounting choice. 
Economic consequence theory, political 
science theory on power and politics, and 
institutional theory should be viewed as 
complementary rather competing theories. 
The general framework of institutional 
theory provides a vehicle in which these 
complementary perspectives can be integrated. 

We believe that accounting researchers have 
an excellent opportunity to move institutional 
theory forward because of our knowledge of 
the accounting institution. How economic 
incentives and political incentives affect the 
process of institutionalization of professionally 
endorsed accounting practices is an important 
research question that can be addressed within 
the framework of institutional theory. 


GAAP AS A SYMBOL OF LEGITIMACY 
BIBLIOGRAPHY 


American Institute of Certified Public Accountants, Accounting and Financial Reporting by Governmental 
Units, Statement of Position 80-2 (New York: American Institute of Certified Public Accountants, 
1980) 

Ansari, S. & Euske, K J., Rational, Rationalizing, and Reifying Uses of Accounting Data in Organizations, 
Accounting, Organizations and Society (1987) pp. 549-570. 

Baber, W. R., Toward Understanding the Role of Auditing in the Public Sector, Journal of Accounting 
and Economics (1983) pp. 213-277. 

Baber, W. R., Toward a Framework for Evaluating the Role of Accounting and Auditing in Political Markets: 
the Influence of Political Competition, Journal of Accounting and Public Policy (1990) pp. 57-73. 

Baber, W. R. & Sen, P. K., The Role of Generally Accepted Accounting Methods in the Public Sector: an 
Empirical Test, Journal of Accounting and Public Policy (1984) pp. 91—106. 

Beaver, W. H., Financial Reporting: an Accounting Revolution (Englewood Cliffs: Prentice-Hall, 
1981). 

Berry, A. L., Capps, T., Ferguson, P., Hopper, T. & Lowe, E. E., Management Control in the Area of NCB: 
Rationales of Accounting Practices in a Public Enterprise, Accounting, Organizations and Society 
(1985) pp. 3-29. 

Bower, J. L, Managing the Resource Allocation Process (Boston, MA: Division of Research, Graduate 
School of Business Administration, Harvard University, 1970). 

Brint, S. & Karabel, J., Institutional Origins and Transformations: the Case of American Community 
Colleges (1988 Draft Copy), in Powell, W. W. & DiMaggio, P. (eds), The New Institutionalism in 
Organizational Analysis (Chicago, IL: University of Chicago Press, 1991). 

Bruns, W. J. & Kaplan, R. S. (eds), Management Accounting: Field Study Perspectives (Boston, MA: 
Harvard Business School Press, 1987). 

Burchell, S., Clubb, C., Hopwood, A., Hughes, J. & Nahapiet, J., The Roles of Accounting in Organization 
and Society, Accounting, Organizations and Society (1980) pp. 5-27. 

Carpenter, V. L., The Effects of Interest Group Competition on Funding Government Information Systems, 
Research in Governmental and Non-Profit Accounting (1987) pp. 67-105. 

Carpenter, V. L., The Influence of Political Competition on the Decision to Adopt GAAP, Journal of 
Accounting and Public Policy (1991) pp. 105—134. 

Carpenter, V. L. & Feroz, E. H., The Decision of the State to Adopt GAAP: a Case Study of the 
Commonwealth of Kentucky, Accounting Horizons (1990) pp. 67—78. 

Cohen, C., Managing Director/Vice President, Moody's Investor Services, Inc., Interview with the authors 
(New York, 7 June 1988). 

Cooper, D., Discussion of Towards a Political Economy in Accounting, Accounting, Organizations and 
Society (1980) pp. 161—166. 

Cooper, D., Hayes, D. & Wolf, F., Accounting in Organized Anarchies, Accounting, Organizations and 
Society (1981) pp. 175-191. 

Covaleski, M. A. & Dirsmith, M. W., Budgeting as a Means of Control and Loose Coupling, Accounting, 
Organizations and Society (1983) pp. 323-340. 

Covaleski, M. A. & Dirsmith, M. W., The Budgetary Process of Power and Politics, Accounting, 
Organizations and Society (1986) pp. 193-214. 

Covaleski, M. A. & Dirsmith, M. W., The Use of Budgetary Symbols in the Political Arena: an Historically 
Informed Field Study, Accounting, Organizations and Society (1988a) pp. 1-24. 

Covaleski, M. A. & Dirsmith, M. W., The Rise, Social Transformation and Fall of a Budget Category, 
Administrative Science Quarterly (1988b) pp. 562-587. 

Covaleski, M. A. & Dirsmith, M. W., Dialectic Tension, Double Reflexivity and Everyday Accounting 
Researcher: on Using Qualitative Methods, Accounting, Organizations and Society (1990) pp. 
543-572. 

Covaleski, M. A., Dirsmith, M. W. & Jablonsky, S. F., Traditional Theories of Budgeting: an Empirical 
Analysis, Journal of Accounting and Public Policy (1985) pp. 277-300. 

DiMaggio, P. J., Interest and Agency in Institutional Theory, in Zucker, L. G. (ed.), Institutional Patterns 
and Organizations: Culture and Environment (Cambridge, MA: Ballinger, 1988). 

DiMaggio, P., Constructing an Organizational Field as a Professional Project: U.S. Art Museums 
1920-1940, in Powell, W. W. & DiMaggio, P. (eds), The New Institutionalism in Organizational 
Analysis (Chicago, IL: University of Chicago Press, 1991). 


639 


640 


V. L. CARPENTER and E. H. FEROZ 


DiMaggio, P. J. & Powell, W. W., The Iron Case. Revisited: Institutional Isomorphism and Collective 
Rationality in Organizational Fields, American Sociological Review (1983) pp. 147—160. 

DiMaggio, P. J. & Powell, W. W., Introduction to the New Institutionalism in Organizational Analysis, in 
Powell, W. W. & DiMaggio, P. (eds), The New Institutionalism in Organizational Analysis (Chicago, 
IL: University of Chicago Press, 1991). 

Downs, A., Inside Bureaucracy (Boston, MA: Little, Brown & Co., 1967). 

Evans, J. H., II & Patton, J. M., An Economic Analysis of Participation in the Municipal Finance Offices 
Association Certificate of Conformance Program, Journal of Accounting and Economics (1983) 
pp. 151-175. 

Evans, J. H., II & Patton, J. M., Signaling and Monitoring in Public Sector Accounting, Journal of 
Accounting Research (1987) pp. 130-164. 

Feldman, M. S. & March, J. G., Information in Organizations as Signal and Symbol, Administrative Science 
Quarterly (1981) pp. 171-186. 

Fligstein, N., The Structural Transformation of American Industry: an Institutional Account of the Causes 
of Diversification in the Largest Firms, 1919—1979 (1988 Draft Copy), in Powell, W. W. & DiMaggio, P. 
(eds), The New Institutionalism in Organizational Analysis (Chicago, IL: University of Chicago Press, 
1991). 

Foster, G. & Horngren, C. T., JIT: Cost Accounting and Cost Issues, Management Accounting (1987) 
pp. 19-25. 

Gambling, T., Magic, Accounting and Morale, Accounting, Organizations and Society (1977) 
pp. 141-153. 

Gouldner, A. W., Patterns of Industrial Bureaucracy (Glencoe, IL: Free Press, 1954). 

Greathouse, F. L., The History and Evolution of the National Council on Governmental Accounting, Public 
Budgeting & Finance (1985) pp. 23-29. 

Green, C. B., The Use and Usefulness of Governmental Financial Reports: the Perspective of 
Citizen—Taxpayer Organizations, Research in Governmental and Non-profit Accounting (1987) 
pp. 189-213. 

Green, C. B., New York State’s Fiscal Record: Albany is Facing a $3 to $5 Billion Budget Deficit this Year. 
Empire State Report (1991) pp. 34-41. 

Grossman, H., Managing Director, Standard & Poor’s Corporation, Interview with the authors (New York, 
8 June 1988). 

Healy, H., Regan Pushes GAAP Accounting, Empire State Report (1981) pp. 95-97. 

Henderson, E. P., Wilkes, P. W. & Waring, T. E., State Governments: Accounting for a New Era, Journal of 
Accountancy (1986) pp. 110-112. 

Hepp, G. W., Governmental Financial Statements: a New Look, Journal of Accountancy (December 
1976) pp. 60-68. 

Holthausen, R. W. & Leftwich, R. W., The Economic Consequences of Accounting Choice: Implications of 
Costly Contracting and Monitoring, Journal of Accounting and Economics (1983) pp. 77-117. 

Hopwood, A. G., On Trying to Study Accounting in the Context in which it Operates, Accounting, 
Organizations and Society (1983) pp. 287—305. 

Hopwood, A. G., Accounting and the Pursuit of Effiency, in Hopwood, A. G. & Tomkins, C. (eds), Issues in 
Public Sector Accounting (London: Philip Klein, 1984). 

Ingram, R. W., Economic Incentives and the Choice of State Government Accounting Practices, Journal 
of Accounting Research (1984) pp. 126-144. 

Ives, M., New York Deputy State Comptroller, 1963—1973, Telephone interview with author (18 
September 1987, 2 February 1989). 

Jensen, M. C., Organizational Theory and Methodology, Accounting Review (1983) pp. 305—336. 

Kaplan, R. S., Measuring Manufacturing Performance: a New Challenge for Managerial Accounting 
Research, Accounting Review (1983) pp. 686-705. 

Lasswell, H., World Politics and Personal Insecurity (Glencoe, IL: Free Press, 1950). 

Lynn, E. S. & Freeman, R. S., Fund Accounting Theory and Practice, 2nd Edn (Englewood Cliffs: Prentice- 
Hall, 1983). 

March, J. G. & Olsen, J. P., Ambiguity and Choice in Organizations (Bergen: Universitetsfortages, 1976). 

Mauro, F., Former Deputy Director, New York Legislative Commission of Economy and Efficiency of 
Government, Interview with the authors (New York City, 17 December 1988). 

Meyer, J. W., Social Environments and Organizational Accounting, Accounting, Organizations and 
Society (1986) pp. 345-356. 


GAAP AS A SYMBOL OF LEGITIMACY 


Meyer, J. W. & Rowan, B., Institutionalized Organizations: Formal Structure Myth and Ceremony, 
American Journal of Sociology (1977) pp. 310-363. 

Meyer, J. W., Scott, W. R. & Deal, T., Institutional and Technical Sources of Organizational Structure, in 
Meyer, J. W. & Scott, W. R. (eds), Organizational Environments (Beverly Hills: Sage, 1983). 

Mezias, S. J., An Institutional Model of Organizational Practice: Financial Reporting at the Fortune 200. 
Administrative Science Quarterly (1990) pp. 431-457. 

New York State, Legislative Commission on Economy and Efficiency in Government, Accounting and 
Financial Reporting Reform in New York State (New York: State of New York, 1980). 

New York State, Legislative Commission on the Economy and Efficiency in Government, Review Panel 
Transcripts — Accounting and Financial Reporting in the State of New York (22 February 1980, 30 
September 1980). 

Niskanen, W. A., Bureaucracy and Representative Government (Chicago: Aldine-Atherton, 1971). 

Oliver, C., The Collective Strategy Framework: an Application to Competing Preconditions of 
Isomorphism, Administrative Science Quarterly (1988) pp. 543—561. 

Oliver, C., Strategic Responses to Institutional Process, Academy of Management Review (1991) 
pp. 145-179. 

Parsons, T., Social Systems and the Evolution of Action Theory (New York: Free Press, 1977). 

Patell, J. S., Cost Accounting Process Control and Product Design: a’ Case Study of Hewlett-Packard 
Personal Office Computer Division, Accounting Review (1987) pp. 808-839. 

Perrow, C., Review Essay: Overboard with Myth and Symbols, American Journal of Sociology (1985) pp. 
151-155. 

Pfeffer, J., Power in Organizations (Marshfield, MA: Pitman, 1981). 

Raman, K. K, Financial Reporting and Municipal Bond Rating Changes, Accounting Review (1981) pp. 
910-926. 

Regan, E. V., Learning by New York’s Example, GAO Journal (1988) pp. 20-24. 

Richardson, A. J., Accounting as a Legitimating Institution, Accounting, Organizations and Society 
(1987) pp. 341-355. 

Richardson, A. J., Corporation and Intraprofessional Hegemony: a Study of Regulation and Internal Social 
Order, Accounting, Organizations and Society (1989) pp. 415—431. 

Rosenberg, D., Budgets and Human Agency: Do the Men have to be Dragged Back In?, Sociological 
Review (1985) pp. 193—220. 

Rowan, B., Organizational Structure and the Institutional Environment: the Case of Public Schools, 
Administrative Science Quarterly (1982) pp. 259-279. 

Scott, R. W., The Adolescence of Institutional Theory, Administrative Science Quarterly (1987) 
pp. 493-511. 

Selznick, P., Foundations of the Theory of Organizations, American Sociological Review (1948) 
pp. 25-35. 

Standard & Poor’s Corporation, Who’s Watching the Books?, Standard & Poor's Perspective (New York: 
Standard & Poor's, 1980). 

Tiessen, P. & Waterhouse, J. H., Toward a Descriptive Theory of Management Accounting, Accounting, 
Organizations and Society (1983) pp. 251-267. 

Tinker, A. M., A Political Economy of Accounting: an Empirical Illustration of the Cambridge 
Controversies, Accounting, Organizations and Society (1980) pp. 147—160. 

Tinker, A. M., Merino, B. D. & Neimark, M. D., The Normative Origins of Positive Theories: Ideology and 
Accounting Thought, Accounting, Organizations and Society (1982) pp. 167-200. 

US. Securities and Exchange Commission, Staff Report on Transactions in the Securities of the City of 
New York (Washington, DC: U.S. Government Printing Office, 1977). 

Wallace, W. A., The Economic Role of the Audit in Free and Regulated Markets (Rochester, NY: 
University of Rochester, 1980). 

Wallace, W. A., The Association Between Municipal Market Measures and Selected Financial Reporting 
Practices, Journal of Accounting Research (1981) pp. 502-520. i 


Wallace, W. A., The Timing of Initial Independent Audits of Municipalities, Research in Governmental 


and Nonprofit Accounting (1986) pp. 3—51. 

Wallace, W. A. Agency Theory and Governmental and Nonprofit Sector Research, Research in 
Governmental and Nonprofit Accounting (1987) pp. 51—70. 

Waring, T., New York Director Special Projects and Fiscal Research, 198G—Present, and Former New 
York Assistant Director of Accounting Systems, 1973—1986, Interview with the authors (Albany, New 


641 


642 V. L. CARPENTER and E. H. FEROZ 


York, 17 December 1987); telephone interview with author (2 February 1989); letter to authors (2 
June 1989). 

Watts, R. L. & Zimmerman, J., Towards a Positive Theory of Determination of Accounting Standards, . 
Accounting Review (1978) pp. 112-134. 

Watts, R. L. & Zimmerman, J., The Demand and Supply of Accounting Theories: the Market for Excuses, 
Accounting Review (1979) pp. 273-305. 

Wilson, E. R. & Howard, H. P., The Association Between Municipal Market Measures and Selected 
Financial Reporting Practices: Additional Evidence, Journal of Accounting Research (1984) 
pp. 207-224. 

Yin, R. K, Case Study Research: Design and Methods (Beverly Hills, CA: Sage, 1984). 

Zimmerman, J. L, The Municipal Accounting Maze: an Analysis of Political Incentives, Journal of 
Accounting Research (1977) pp. 107—144. 

Zucker, L. G., Where Do Institutional Patterns Come From? Organizational Actors as Social Systems, in 
Zucker, L. G. (ed.), Institutional Patterns and Organizations: Culture and Environment (Cambridge, 
MA: Ballinger, 1988). 
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1. Martin Ives 
Deputy State Controller during Comptroller Levitt’s administration 
Currently Research Director, Governmental Accounting Standards Board 
2. Thomas Waring 
Director of Fiscal Research and Special Projects 
Bureau of State Financial Reporting 
Office of State Comptroller (New York) 
3. Frank Mauro 
Former Deputy Director, Legislative Commission of Economy and Efficiency of Government 
4. Dewight Hadley 
Deputy State Comptroller 
Division of Audits and Accounts 
5. Abraham Briloff 
Professor Emeritus, Baruch College/CUNY 
Member, Review Panel on Accounting and Financial Reporting 
Legislative Commission on Economy and Efficiency of Government 
6. Robert Anthony 
Professor Emeritus, Harvard University 
Member, Review Panel on Accounting and Financial Reporting 
Legislative Commission on Economy and Efficiency of Government 
7. Hyman Grossman 
Managing Director 
Standard & Poor’s Corporation 
8. Claire Cohen 
Vice President & Managing Director for Municipal Ratings 
Moody’s Investor Services 
9. David Martin 
Staff, Review Panel on Accounting and Financial Reporting 
New York State Legislative Commission on Economy and Efficiency of Government 
Assembly Ways and Means Committee 
10. Comptroller Edward V. Regan 
State of New York 
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(3) 
(4) 
(6) 
(7) 
(8) 
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(12) 
(13) 
(14) 


(15) 
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US. Securities and Exchange Commission. Staff Report on Transactions in the Securities of the City of New York. 

(Washington, DC: U.S. Government Printing Office, 1977). 

State of New York, 1982 Annual Audit Report of the Comptroller. 

“News for Release”, from the Office of State Comptroller (New York), 27 May 1986. 

“News for Release”, from the Office of State Comptroller (New York), 16 December 1980. 

Edward Regan, “Resume”, describing his duties and accomplishments in office and background information. 

“Office of the State Comptroller”, from the New York Manual, containing description of Office duties and responsibilities. 

“News for Release”, from the Office of State Comptroller (New York), 25 May 1982. 

“Summary of Meeting”, Review Panel on Accounting and Financial Reporting, 30 October 1980. 

“News for Release", by the State Comptroller’s Office (New York), 10 December 1984. 

“News For Release”, by the State Comptroller's Office (New York), 8 August 1982. 

“Accounting and Financial Reform in New York State”, exhibits from the report by the New York State Legislative 

Commission on Economy and Efficiency in Government, July 1980. 

(Note: this document contains a number of other documents and articles that will be sub-referenced in here with 

capital letters if referenced in this paper.) 

(14I) State of New York, Annual Budget Message, 1980-1981, Gov. Hugh Carey and Howard Miller, Director of 
Budget, pp. M6-M7; M12—M13. 

(14J) Borrowing Statement, 4 April 1979. 

(14K) US. Department of Commerce, Governmental Finances in 1975—76, September 1977, pp. 58—60. 

(14L) Statement by Standard & Poor's Corporation, 4 December 1979. 

(14M) Municipal Accounting and Financial Reporting: Standard & Poor's Policy Statement, 6 May 1980. 

(14N) NCGA Statement 1. 

(140) Annual Financial Report, State of Colorado, 30 June 1977. 

(14P) “Basis of Accounting in the States” provides a listing of those other states using modified accrual and cash 
methods. 

(14Q) New York State Constitution and Finance Law, 

(14R) Borrowing Statement for Serial Bonds, 29 November 1979. 

(14S) New York Senate Bills, one from 1979 and the other from 1980. 

(14T) New York's Prototype Financial Statements for the fiscal year ended 31 March 1979. 
(Note: some sections of this document are missing: “Purpose and Status of the Project”, “How the Statements 
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Abstract 


This study considers the responses of individuals and institutions to discrediting situations. We suggest that 
professional privilege and legitimacy depend on the public accounting profession's ability to neutralize and 
displace the stigma associated with discrediting situations. A case study of the Canadian Commercial Bank 
failure is used to illustrate the complex interplay of individual and institutional actions, both on the part of 
individual auditors and the accounting profession, as well as the other involved institutions. 


Stigma can be used to refer to any attribute that is deeply 
discrediting and incongruous with our stereotype of what a 
given type of individual [or institution] should be (Kando, 
quoted in Page, 1984, p. 1). 


The public accounting profession, as a 
corporatist body, attempts to mediate the 
interests of its members and external in- 
stitutions (Richardson, 1989). This mediation 
requires the successful balancing of the needs 
of its members along with maintaining the 
perception of fairness towards the general 
public (Larson, 1977), and protecting the 
profession’s domain from encroachment by 
other institutions (Richardson & Dowling, 1986; 
Freidson, 1986; Abbott, 1988). 

One method of balancing these diverse 
demands is impression management (Neu, 
1991b) which seeks to create a “monopoly of 
credibility” with the general public and other 
institutions (Larson, 1977, p. 17). When 
successful, this impression management satisfies 
the need for external legitimacy (Richardson, 
1987b) and allows the profession to maintain 
control over its domain of expertise. 


Occasionally, however, external events 
disrupt the status quo. Events that are deeply 
discrediting to the profession’s reputation may 
result in a stigma: something that reduces the 
wholeness of this reputation to a tainted, 
discredited, partial one (Goffman, 1963). These 
events effectively “breach” the normalcy ol 
the profession’s day-to-day activities (Garfinkel 
1967) and provide other institutions with 
opportunities to advance their own interests al 
the expense of the stigmatized party. In these 
situations, action must be taken by the profes- 
sion to mitigate the stigma’s damage and to re- 
establish legitimacy. 

This study considers one such discrediting 
event and the reactions of various institutions tc 
it. The failure of the Canadian Commercial Bank 
(CCB) during 1985 sent shocks through the 
Canadian financial system (Wright, 1989). CCE 
was the first Canadian bank to fail since the Home 
Bank in 1923 (Lew & Richardson, forthcoming) 
In the aftermath, a variety of institutions and 
individuals questioned the competence and self 
interest of the involved auditors. In turn, the 


* The insights of Joel Amernic, David Cooper, Duncan Green, Bruce Larochelle, Norman Macintosh, Alan Richardson, Alisor 
Taylor and Dan Thornton are appreciated. In addition, the comments of Anthony Hopwood and two anonymous reviewer: 
resulted in an improved paper. Finally, the funding provided by the University of Calgary is gratefully acknowledged. 
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auditors and the accounting profession as a 
whole responded in ways that attempted to 
diffuse the potential stigma associated with this 
event. 

The current study, by considering the 
reactions of the various institutions to the CCB 
failure, contributes to our understanding of the 
accounting profession in three ways. First, the 
analysis and case study highlight the role 
that stigma management plays in neutralizing 
questions regarding legitimacy and professional 
privilege. In addition, the case study details the 
range of techniques that auditors and the profes- 
sion use to mitigate these threats. And finally, the 
case study illustrates the complex interplay of 
institutional and individual actions, both on the 
part of the auditors and the profession, as well as 
the other involved institutions. 

In the following sections, the nature of the 
accounting profession and the interrelationships 
among professional privilege, legitimacy and 
stigma management are considered. Next a case 
study of the CCB failure is provided. Finally, the 
discussion section reconsiders the role of 
stigma management in displacing challenges to 
legitimacy and discusses the implications for our 
understanding of the institutional context in 
which accounting operates. 


PROFESSIONAL LEGITIMACY 


Why have the professions been successful 
at securing privilege for themselves whereas 
others have been less successful? As Haug & 
Sussman (1973) note, the interests of profes- 
sions and non-professions are often similar. 
For example, both professions and crafts (or 
unions) are concerned with hours of work, the 
nature of work performed and control over the 
work process. Yet the professions have been 
able to differentiate themselves from their 
non-professional counterparts in terms of 
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wealth, status and power over the domain of 
their labour (Portwood & Fielding, 1981). 

The dual notions of legitimacy and legitima- 
tion provide a partial answer to the aforemen- 
tioned question of why certain occupational 
groups have been successful at professiona- 
lizing. Legitimacy is defined as a quality of 
congruence between institutional actions 
and social values (Dowling & Pfeffer, 1975; 
Richardson, 1987b). Conversely legitimation 
refers to actions that institutions take to either 
signal value congruency or to change social 
values (Dowling & Pfeffer, 1975; Richardson & 
Dowling, 1986). It is suggested that congruency 
between institutional actions and social values 
increases the institution’s life chances (Meyer & 
Rowan, 1977; Singh et al., 1986) and serves as a 
basis for claims to professional privilege. 

One method of conveying congruency is 
through the domain of knowledge that a 
profession is thought to possess (Friedson, 1986, 
p. 215). For example, claims regarding the 
cognitive exclusiveness of a profession’s know- 
ledge are often used by the profession to 
distinguish itself from other occupational 
groups (Larson, 1977; Richardson, 1988, 1990). 
However, by itself, cognitive exclusiveness 
is not a sufficient basis for demonstrating 
congruency. It is also necessary to assert that 
professional knowledge is a moral knowledge 
(Barber, 1983); that it is a form of phronesis or 
generalized knowledge that will be used to 
benefit the community (Bernstein, 1985). 
Thus taken together, assertions of cognitive 
exclusiveness and moral knowledge help to 
signal congruency between professional actions 
and social values (Abbott, 1988, p. 54). In turn, 
this congruency serves as a basis for claims to 
professional privilege (Larson, 1977).! Similar 
to Plato’s Guardians, these claims partially rest 
on the argument that professionals are morally 
superior and hence deserving of higher status 
(Klegon, 1978).” 


' These assertions are akin to Gramsci’s notion of hegemony as moral and intellectual leadership (Richardson, 1989). 


? Interestingly, Kieser (1989) illustrates how, in medieval times, guilds would undertake public ceremonies to demonstrate 


the moral superiority of their members. 


STIGMA MANAGEMENT 


While this explanation of successful profes- 
sionalization emphasizes the alignment of pro- 
fessional actions and social values, it is also 
necessary to acknowledge the role of other 
institutions (Willmott, 1986, p. 558). For 
example, it appears that the actions of other 
institutions influence both social values and 
the manner in which the profession’s activities 
are interpreted. As a result, successful legitima- 
tion depends on the profession convincing 
both society at large and other institutional 
actors that a congruency of actions and 
values should and does exist (Freidson, 1986, 
p. 188). 

Although a profession may be successful in 
convincing others ofits legitimacy at a particular 
point in time, maintaining such a consensus 
over the longer term may be more difficult 
(Richardson, 1989). As Abbott (1988, p. 2) 
among others notes, occupational groups 
often disagree over occupational boundaries, 
especially when the work in dispute is of 
high status. As a result, other institutions 
may have incentives to contest the legitimacy 
of the profession in an attempt to influence the 
outcome of a jurisdictional dispute (p. 60). 

Public accountants operate in an institutional 
field where other key participants include the 
state, the media, the general public mediated 
through the state and the media, along with 
other institutions such as investment brokers, 
securities exchange commissions and stock 
exchange boards (Neu, 1991a). In addition, as 
Richardson (1987a) notes, accounting itself 
does not consist of a single group of practising 
professionals. Rather, similar to other profes- 
sions, a number of different subgroups exist, 
each distinguished on the basis of tasks per- 
formed and status associated with these tasks 
(Child & Fulk, 1982). For example, in 
Canada five different professional accounting 
associations exist (Richardson, 1987a). How- 
ever, one professional association dominates 
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public accounting which is considered to be the 
highest status segment. The chartered account- 
ants (CAs or CICA) have a monopoly on public 
accounting in six of ten provinces and perform 
90% of this work overall. Similarly in the UK, 
the Institute of Chartered Accountants in England 
and Wales (ICAEW) dominates the other 
professional accounting associations (Willmott, 
1986). 

The presence of different institutions and 
different accounting associations increases the 
likelihood of jurisdictional disputes. It also 
makes it more difficult to maintain congruency 
between professional actions and social values 
since, as mentioned previously, other institu- 
tions influence both social values and the 
interpretation of one’s actions. As a result, this 
perspective implies that the maintenance 
of legitimacy depends on the continuous 
resistance to and displacement of challenges 
from other institutional participants (Abbott, 
1988). 

In sum, this explanation of professionalization 
suggests that professional privilege partially 
depends on a perceived congruency between 
institutional actions and societal values. Given 
this need for congruency, legitimation activities 
are undertaken by the accounting profession in 
an attempt to signal such congruency. If 
successful, society and other institutional 
participants grant legitimacy and acknowledge 
that the profession has a particular sphere of 
influence and the right to operate in this sphere. 
However, sustaining legitimacy is difficult as 
other occupational groups often seek access to 
the same jurisdictions. Thus, it is suggested that 
the maintenance of legitimacy is an active 
process that depends on the profession’s ability 
to neutralize any threats that may arise. The next 
section considers the impact of discrediting 
events on professional legitimacy and the 
role of stigma management in mitigating these 
threats. 


3 Public accounting is defined as adding credibility to financial information by conducting an audit and providing a public 
opinion on the adequacy of that information (Richardson, 1987a). 
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DISCREDITING EVENTS AND STIGMA 
MANAGEMENT 


The preceding section has provided a 
sociological-based explanation of the link 
between legitimacy and professional privilege. 
In the current section, we suggest that research 
into the processes surrounding discrediting 
events undertaken by Erving Goffman and his 
colleagues can be used to supplement our 
understanding of challenges to professional 
legitimacy.‘ 

In characterizing the focus of their work, 
Jones et al. (1984) note that they are concerned 
with the ways in which individuals label or 
categorize people and events. For example, 
actions that deviate from our previous expecta- 
tions often cause individuals to re-evaluate what 
has previously been taken-for-granted (Berger & 
Luckmann, 1966, p. 91). If these deviations are 
interpreted to be negative, they are assumed to 
signify moral defects or failings (Goffman, 1963, 
p. 1). In these circumstances, individuals tend to 
re-evaluate previously accepted authority and 
legitimacy relationships (Biggart & Hamilton, 
1984, p. 544). 

From this perspective, behaviour by itself is 
neither positive nor negative. Rather, it is the 
interpretation of this behaviour as negative and 
the subsequent attribution of other negative 
attributes to the bearer that results in a stigma 
(Jones et al., 1984, p. 7). As Jones et al. (1984) 
go on to conclude, stigma should be seen as an 
emergent property arising out of the definitional 
processes associated with interaction. 

In highlighting the role of interpretation, this 
perspective recognizes the role of self-interest in 
the labelling process. For example, Page (1984, 
p. 11) notes that the labelling process is often 
political in nature — an attempt to gain control 
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over others. Similarly, Schurr (1980) suggests 
that the motivation to label someone as a deviant 
often arises from a desire to gain or maintain 
social position and power over the labelled 
party. 

In addition to examining the processes by 
which unexpected behaviours are transformed 
into a stigma, the ways in which stigmatized 
parties manage their spoiled identity have been 
considered. For example, Goffman (1963, p. 91) 
suggests that stigma management is a form 
of information control whereby individuals 
attempt to conceal behaviours that deviate from 
what is expected, or if they are readily visible, to 
minimize their impact on future interactions.” 
By doing so, stigmatized individuals hope to 
pass as “normal” in interactional encounters 
(p. 74). 

The insights of Goffman and his colleagues 
supplement the previously provided explana- 
tion of professional privilege. Of particular 
importance is the role of interpretation in the 
stigma process. Combining the two perspectives 
suggests that other institutions may challenge 
professional legitimacy through their inter- 
pretation of behaviours that appear to deviate 
from what is expected. For example, Abbott 
(1988, pp. 59-60) notes that jurisdictional 
disputes are often mediated through public 
opinion: in other words, institutions attempt to 
influence public opinion which, in turn, is used 
to pressure the legal system for changes in 
regulations pertaining to jurisdictional access. 
Thus, merging the two perspectives implies 
that the negative interpretation of unexpected 
behaviours is one method of influencing public 
opinion and, ultimately, professional privilege. 
In addition, work on stigma management 
strategies is suggestive of a range of techniques 
that the profession might use to minimize 


í The following discussion does not consider the differences that exist between theorists examining the processes 
surrounding discrediting events. While we do not consider these differences, we are not intending to suggest that the work of 
Goffman and his colleagues can be viewed as a unitary whole. 


5 The term stigma management is used to denote actions that are boundedly rational in the circumstances (cf. Berk, 1977; 
Sutton & Callahan, 1987). This usage admits that such actions are often institutionalized or mimetic in nature (DiMaggio & 


Powell, 1983, p. 151; Neu, 1992, p. 299). 
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the impact of potential stigmas. The case 
study considers these techniques in greater 
detail.° 

In sum, we have suggested that behavioural 
deviations on the part of the profession provide 
other institutional participants with an op- 
portunity to contest the profession's legitimacy 
and hence jurisdiction. By interpreting be- 
haviours that deviate from the norm as moral 
failings, other institutional participants can 
call into question the perceived congruency 
between professional actions and social values. 
However, we have also proposed that the 
profession attempts to mitigate such threats to 
legitimacy, possibly by using stigma manage- 
ment strategies. The next section uses this 
interpretation to inform the case of the CCB. 


THE CCB FAILURE: AN OVERVIEW 


CCB was an Alberta-based bank founded in 
1975 to exploit a market niche in providing 
financing to medium-sized western Canadian 
and American companies. During CCB’s early 
years the strategy was successful as the west’s 
economy benefited from rising energy prices. 
However, this strategy of concentration started 
to falter in the early 1980s with the down- 
turn of the west’s resource-based economy 
(McLaughlan, 1986, p. 3738). 

In eatly 1985, it became apparent that CCB’s 
non-performing loans had reached unacceptably 
high levels (10.2% of CCB’s 2.5 billion loan 
portfolio ). As CCB president Gerald McLaughlan 
noted: 


[P]rofits have been under pressure for the past three 
years because of the recession in Western Canada, the 
bank's primary market. Until recently, the main problem 
loans were in the real estate sector ... However, a sharp 
deterioration in U.S. energy loans “forced us to take swift 
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and decisive steps to ensure the ongoing viability of the 
bank” (McLaughlan, quoted in Mittelstaedt, 27 March 
1985a, p. B3). 


The “swift and decisive action” alluded to was 
a government sponsored bail-out. On 25 March 
1985 it was announced that CCB would receive 
$255 million of new capital from the federal 
government, the provincial governments of 
Alberta and British Columbia, the Canadian 
Deposit Insurance Corporation along with 
Canada’s Big 6 banks. This bail-out would allow 
CCB to remain solvent while writing down and 
disposing of its non-performing loans. 

Approximately one month after the bail-out, 
the federal government responded to opposi- 
tion party questioning by announcing that a 
parliamentary committee would look into the 
near collapse of CCB. This committee would 
attempt to determine “what went wrong and 
why”; in addition, “CCB’s management” and 
“the firm’s auditors would be cross-examined” 
(Mittelstaedt, 27 April 1985b, p. B1). 

The result of these hearings was a report 
concluding that everybody, including the 
“bank’s managers, its auditors and the Inspector- 
General of Banks ... came out looking bad” 
(Stewart-Patterson, 13 June 1985, p. B1). As the 
report noted: 


Events have shown that management accepted 
risks beyond the realms of prudence. The question 
then becomes whether supervision (referring to the 
Inspector-General) in this instance was adequate. . . [And 
while] the auditors followed the ‘rules, the financial 
statements presented to investors and shareholders did 
not reflect the concerns the auditors expressed to the 
audit committee of the Board of Directors (quoted in 
Stewart-Patterson, 13 June 1985, p. BG). 


Although the bail-out allowed CCB to write- 
down its non-performing loans, it did not 
increase investor confidence in the bank. As a 


é In linking together these two perspectives, several difficulties have been glossed over. For example, work on discrediting 
events is primarily concerned with interactions at the individual level, although Goffman himself does hint at the applicability 
of stigma management strategies to groups or institutions (1963, pp. 23—27). Similarly, our discussion of legitimacy, 
discrediting events, and stigma management has not distinguished between the actions and responses of individual auditors 
and the profession. We return to these issues in the case study and discussion sections. 
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TABLE 1. Chronology of events 


Date 
25 March 1985 


3 September 1985 
30 September 1985 
December 1985 

24 October 1986 
August 1988 


result, the bank’s deposit base continued to 
shrink as institutional investors withdrew their 
deposits, forcing the Bank of Canada to advance 
ever-increasing amounts: 


The facts are that $1.3 billion of deposits were drawn out 
of the bank between March and August 1985. Even a 
massive funding operation by the Bank of Canada did not 
stem the flow (MacGirr, 1986, p. 5151). 


Finally, sometime in August 1985, the Federal 
government decided that the bail-out had not 
been successful since institutional investors 
continued to shun CCB investments. This led to 
the appointment of Price Waterhouse as the 
liquidator for CCB on 3 September 1985. 
Mounting public reaction led to the formation 
of a Royal Commission headed by Supreme 
Court Justice Willard Estey on 30 September 
1985. Justice Estey was selected by the federal 
government to examine the events surrounding, 
and the actors involved in, the CCB failure: 


(The commission of inquiry into the bank failures will 
examine and report on] the circumstances and factors 
contributing to the condition of the banks ... and all 
regulatory action in dealing with these conditons and 
circumstances taken by the government of Canada and its 
agencies (Estey, 1986, p. 23).” 


The Estey Commission heard testimony from 
the institutions and individuals involved in the 
CCB failure as well as from other interested 
parties. The resulting report was released on 24 
October 1986, approximately one year after the 
failure of CCB. 


Event 


Announcement of government bail-out and subsequent 
parliamentary hearings 

Appointment of Price Waterhouse as liquidator for CCB 
Appointment of Estey Commission 

Formation of CICA’s Macdonald Commission 

Release of Estey Report 

Release of Macdonald Report 


During the time that the Estey Commission 
was holding hearings, the Canadian Institute of 
Chartered Accountants (the national profes- 
sional body for the CAs) set up its own 
Commission. In December 1985, the CICA 
created a Commission headed by William 
Macdonald (the Macdonald Commission), a 
senior partner of one of Canada’s most 
prestigious law firms. The mandate of this 
Commission was to “study the public’s 
expectations of audits”. The resulting re- 
port was completed and released in August 
1988, approximately two-and-a-half years after 
the formation of the Commission. Table 1 
summarizes this chronology of events. 

The events surrounding the CCB failure 
seemed like a promising site for examining the 
responses of the involved institutions to a 
potentially discrediting situation. In the im- 
mediately following section, we discuss the 
method and data that were used to arrive at an 
interpretation of the CCB failure. Then, in the 
subsequent sections, we consider the responses 
of the various institutions in more detail. 


METHOD AND DATA 


In arriving at an interpretation of the CCB 
failure, we relied primarily on archival data. 
An electronic database search of the Canadian 
Periodical’s Index (CPI) was used to iden- 
tify articles pertaining to the CCB, Estey 
Commission or Macdonald Commission. We 
also examined the institutional submissions and 


7 A secondary aspect of the commission dealt with the Northland Bank, another small regional bank, that failed subsequent to 


CCB. 
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testimony presented at the Estey Commission. 
Finally, the Estey Commission Report and the 
Macdonald Commission Report were reviewed. 

The privilege—legitimacy—discrediting events 
-stigma management narrative framed our 
interpretation of the data. This narrative 
operated as a set of preconceptions or pre- 
judgments (Gadamer, 1976, p. 9; Covaleski & 
Dirsmith, 1990, p. 550) that influenced our 
reading of the data. However, the data themselves 
also “acted back” on our preconceptions high- 
lighting ambiguities in the previous narrative 
and suggesting areas where the narrative should 
be updated (Covaleski & Dirsmith, 1990, 
p. 551). 

The aforementioned narrative also influenced 
the content analyses that we performed on 
media responses. To develop some indication of 
the popular discourses surrounding the CCB 
failure, the 225 articles pertaining to the CCB 
were content analysed using methods similar to 
those reported in Lehman & Tinker (1987). The 
purpose of the analysis was to (1) determine 
whether the articles were critical of the auditors 
and/or the audit profession, (2) identify the 
types of unexpected behaviours most frequently 
mentioned (what we refer to as the labelling 
discourse), and (3) identify the types of 
arguments provided in defence of the auditors 
and/or the profession (what we refer to as the 
stigma management discourse). 

Content categories were developed by one 
member of the research team by reading and 
rereading the articles. Since our purpose was 
to identify aspects of the two competing 
configurations of discourses (Lehman & Tinker, 
1987, p. 506) surrounding the CCB failure, each 
article was interpreted in terms of these two 
discourses. While most articles stressed either 
the labelling processes or stigma management 
responses, some contained aspects of both. The 
content categories that resulted from this 
process can be interpreted as the discursive 
aspects of the labelling and stigma manage- 
ment processes, respectively. As Lehman & 
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Tinker (1987, p. 506) suggest, content 
categories “convey unique messages”, but they 
also resonate and amplify the commonality 
of meanings among all messages in the 
configuration. 

In recognizing the role of preconceptions 
throughout our analysis, we tried to be sensitive 
to these preconceptions in two ways.® First, we 
attempted to give as much attention to events 
that did not appear to fit the theory as to those 
that did. As was noted by one reviewer, 
“these pieces of puzzling data should alert the 
experienced case study writer to a greater 
complexity”. In addition, as a partial check 
on the adequancy of our interpretation, we 
discussed our interpretation with several senior 
members of the accounting profession. While 
these discussions cannot be regarded as 
certifying the correctness of our interpretation, 
they do provide some indication of its plausi- 
bility (Van Maanen, 1988, p. 105). 

A final point about our interpretation should 
be noted. As was alluded to previously, 
our purpose was to use the aforementioned 
narrative to inform our interpretation of the case 
and to use the case to inform the narrative. In 
doing so, we have not attempted to ascertain the 
truth or falsity of the claims advanced by 
the various institutions. Rather, we have con- 
centrated on How the processes of labelling and 
stigma management work. We felt that this 
approach was more in keeping with our 
objectives, especially since determining blame 
depends on one’s interpretation of ambiguous 
events. 


GOVERNMENT RESPONSES 


The federal government 

After the 25 March bail-out, institutional 
and public reactions were mixed. On the one 
hand, some members of the financial community 
praised the federal government for saving the 
CCB (e.g. McIntosh, 28 March 1985, p. B22). On 


® We are grateful to both reviewers for their suggestions in this regard. 
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the other hand, many responses were quite 
critical. For example, headlines such as “Bailout 
for ‘silly mistakes’ dilutes CCB equity” (Becker, 
29 March 1985, p. B11) and “T—D chairman 
says Ottawa should have let CCB collapse” 
(Mittelstaedt, 3 May 1985c, p. B1) were not 
uncommon. As the chairperson of the Toronto— 
Dominion Bank (one of Canada’s Big 6 banks) 
went on to say: 


Blanket coverage fosters irresponsible behaviour ... It is 
just ridiculous that we give a government guarantee to 
anyone who gets a trust company or bank license 
(Mittelstaedt, 3 May 1985c, p. B1). 


Similarly, within Canada’s parliament, opposi- 
tion parties were asking questions about 
what William Kennett, the Inspector-General of 
Banks, “was doing all the time” as the CCB slid 
into difficulty over the last two-and-a-half-years 
(Mittelstaedt, 27 April 1985b, p. B1). 

As noted previously, the federal government’s 
response to these criticisms was to set up a 
parliamentary committee to examine the events 
leading up to the bail-out. According to news- 
paper reports, the final report of the committee 
was a compromise one that apportioned 
the blame equally among management, the 
Inspector-General of Banks and the firm’s 
auditors. 

Originally, the testimony heard by the 
committee suggested that: 


William Kennett, the Inspector-General of Banks, would 
be fingered as the main culprit in the fiasco after the 
committee obtained documents from his office that 
showed he had been aware of problems at the bank long 
before they came to light publicly (Stewart-Patterson, 13 
June 1985, p. B3). 


However, the government bureaucrat who was 
responsible for writing the first draft of the 
report placed the majority of the blame on CCB’s 
management (p. B3). The committee, however, 
rejected this interpretation and opted for a final 
report that held all three parties responsible. 
The report noted that: 


The bank’s auditors, Peat Marwick Mitchell and Co. and 
Clarkson Gordon, take some ofthe rap for not being more 
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forceful in presenting their opinions about problems 
they saw at the bank. Their decision to issue an 
unqualified opinion on the financial statements pre- 
sented to shareholders is also being questioned (Stewart- 
Patterson, 13 June 1985, p. B3). 


In consequence, the apportionment of blame 
amongst the three parties had the initial effect of 
minimizing the political damage from the CCB 
bail-out. As the quote by the chairperson of the 
Toronto—Dominion Bank implies, government 
interference in the marketplace is interpreted by 
some as an unwelcome intrusion. Thus, the deci- 
sion to form a parliamentary committee shifted 
the focus of attention away from the government’s 
action to the actions of the other participants. 

In September 1985, after the decision to 
liquidate CCB had been made, the federal 
government again came under intense political 
heat for its involvement in the bail-out. As one 
headline noted, “Careers of both ministers, 
Officials are on the line after CCB failure” 
Johnson & Little, 7 September 1985, p. B1). The 
report then went on to say that the opposition 
parties were demanding the resignations of Mr 
Kennett; Barbara McDougall, Minister of State 
for Finance; and Bank of Canada Governor 
Gerald Bouey (p. B1). 

The federal government’s response to these 
criticisms ‘was similar to their earlier strategy. 
On this occasion a Royal Commission, rather 
than a parliamentary committee, was formed. 
Since Royal Commissions are independent of 
parliament, they tend to be used to deal with 
more important issues. As noted previously, the 
mandate of this Commision was to examine the 
events and actions of the various institutions 
involved in the CCB collapse. 

One of the first actions taken by Justice Estey 
was to release a report prepared for the federal 
government on 14 August 1985 by George 
Hitchman, retired Deputy Chairman of the 
Board and a Director of the Bank of Nova Scotia, 
another one of Canada’s Big 6 banks (Waddell, 9 
October 1985a, p. A5). This report (The 
Hitchman Report) was highly critical of: 


the judgment and actions of the bank’s management and 
board of directors, external auditors, government 
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regulators and Cabinet Ministers in the year leading up to 
the bank’s closing (Waddell, 10 October 1985b, p. A8). 


Testifying before the Estey Commission, 


Hitchman states: 


Q: Now, in paragraph 3, you point out that of the 84 
accounts reviewed 28 had no financial statements, 1 1 had 
financial statements over a year old and 45 had financial 
statements but some lacked sufficient detail to properly 
assess the loan; is that in accordance with your findings? 


Hitchman: That is correct (1985, p. 249). 


When asked whether he discussed these 
problems with the auditors, he replies: 


Hitchman: We said to the auditors that we were having a 
great deal of difficulty in making out the state of the files 
to come up with the information that we needed. I was 
anxious to find out if they had some knowledge or if they 
were doing something different to what our people were 
doing which would give us the answers to the question 
which I posed to them. 


Q: What was their response? 


Hitchman: The response was that they did not have the 
same problem which we were having. It was basically 
because they were taking the information supplied to 
them by the officers of the bank. They were asking for 
certain information, and they were getting it back from 
the officers of the bank. But they did not indicate to us 
that they were, themselves, reading the files, as we were, 


statements which would enable the bank to survive. ... 
Unfortunately, it must be said that in its efforts, 
management, by adopting the survival tactics already 
examined in detail, went beyond the lines of proper and 
prudent banking practice. The actions taken, although in 
some specific situations they might be within the bounds 
of propriety, led to a general condition where the 
financial reports were a facade (Estey Report, 1986, 
p. 130). : 


With respect to the auditors, Justice Estey 
comments: 


Reduced to its simplest terms, the auditors say that they 
may only reverse a management decision on this point 
(the valuation of loans) where there is no evidence of the 
possibility of a borrower continuing in business . . . This 
proposition .., virtually denies any real purpose in 
having external auditors (Estey Report, 1986, p. 143). 


And: 


Apart from the technicalities of accounting rules, it 
offends common sense that a bank with the level of 
unsatisfactory loans which CCB had in the years 1983 
and 1984 could by the simple workout device obviate 
all need for cessation of income recognition or the 
taking of provisions against losses. Thus on principle 
and in detail the practices followed by the auditors of 
CCB in reviewing the financial statements proposed by 
management were clearly in error, and as a result the 
financial statements, contrary to their certification, at 
least in the year 1984, clearly did not fairly refiect the 
financial position of the bank (Estey Report, 1986, 
p. 144). 


to the information on the individual accounts (1986, 
P. 257). Finally, on the role of the Office of Inspector- 


General of Banks (OIGB), Justice Estey remarks: 
The release of this report again had the effect 


of deflecting some of the blame away from the 
regulators and toward the auditors. However, in 
contrast to the parliamentary committee, the 
involved auditors chose this time to respond to 
the criticisms (Redmond, 1986, pp. 657-661). A 
later section considers these responses in more 
detail. 

Justice Estey’s final report is consistent with 
his previous remarks. Commenting on the role 
of management Justice Estey States: 


Everyone in the tripartite system of responsibility took 
comfort from the other two members’ action or inaction 
as the case may have been. Having thus discharged what 
they saw to be their communication obligation, the 
auditors certified the financial statements as fairly 
presenting the position of the bank and folded their 
hands to await whatever action the regulator or the 
Board of Directors might care to take. However, the Bank 
Act puts certain obligations upon the auditors to report 
unsatisfactory conditions. Here the auditors made no 
such reports. This silence, plus the positive act of 
certification, induced in the submissions of the directors 
a false sense of security on their part. In turn, the 
Inspector General drew comfort from both the fact that 
the auditors certified the balance sheets and income 
statements and that the Board of Directors, through its 


The evidence reveals a dedication by management to 
preserving income and the values of the loan portfolio in 
the balance sheet, all to the end of presenting financial 
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Audit Committee, accepted these statements as fairly 
projecting the picture inside the bank (Estey Report, 
1986, p. 151). 


Throughout the testimony phase and in the 
final report, Justice Estey appears to have moved 
the discussion away from the state’s role in the 
failure and instead concentrated on manage- 
ment’s role and the auditors’ role. Similar to the 
parliamentary committee, the end result of this 
shift was the telling of a story that cast 
management and the auditors as villains. 
However, while Justice Estey referred to 
management’s actions as courageous, energetic 
and industrious although misguided (p. 130), no 
such adjectives were used to describe the 
auditors’ actions. 

In Justice Estey’s interpretation, the Inspector- 
General’s role was redefined to be a peripheral 
one. For example, although the aforementioned 
quote regarding the Inspector-General’s role in 
the CCB failure is not favourable, it appears that 
the Inspector-General’s biggest mistake was 
relying on the auditors; “the Bank Act puts 
certain obligations upon the auditors to report 
unsatisfactory conditions. Here the auditors 
made no such reports” (Estey Report, 1986, p. 
151, emphasis added). Stated another way, if the 
auditors had only satisfied their legal duties, this 
problem would not have happened! 


The Ontario Securities Commission 
Subsequent to the release of the Estey Report, 
the Ontario Securities Commission (OSC), 
decided to implement a review process 
of financial statements submitted to the 
Commission. The purpose was to assess 
the degree of adherence to professional 
and regulatory requirements and to chal- 
lenge questionable accounting practices (OSC 
Bulletin, 21 October 1988, p. 4277). As the 
OSC concluded after its first series of reviews, 
“in fully one quarter of those reviewed, staff 
had some concern about the overall quality 
of disclosure or accounting” (p. 4278). Further, 
a representative of the OSC stated that 
“there’s tremendous concern when a large 
public company audited by one of the Big Six 


D. NEU and M. WRIGHT 


{auditing] firms uses accounting that’s not 
appropriate” (quoted in Mathias, 20 March 
1990, p. 1). 

During 1988, the OSC also began to 
reconsider its enforcement powers. The sub- 
sequent proposals for reform noted that, “the 
reconsideration was prompted by the practical 
and legal inadequacies in the existing, investi- 
gation, preservation and remedial sections of the 
legislation” (OSC Bulletin, 2 February 1990, p. 
406). The proposed changes recommended that 
the OSC have the authority to discipline 
auditors, accountants and other professional 
advisors for misconduct in the marketplace 
(p. 421). Commenting on the proposed changes, 
a spokesperson for the OSC stated: 


The OSC wants the power to deny an individual 
practitioner the right to audit the books of public 
companies when the auditor has violated the rules ... 
And that is only the beginning. . . “We want eventually to 
have jurisdiction over the [auditing] firms. Sometimes the 
problem is not with an individual. It’s systemic” (quoted 
in Mathias, 20 March 1990, p. 2). 


The Chief Accountant for the OSC notes that 
these changes are expected to impact on the 
way that auditors perform their duties: 


Accountants, be they preparers or auditors of financial 
information are going to be significantly impacted by the 
increasing emphasis on disclosure and the increasing 
level of scrutiny of their work. The OSC, in its role of 
increasing investor protection will ensure that high 
quality and reliable financial information is provided 
to the investing public (Meagher, 26 September 
1990, p. 8). 


Or as a former OSC chairperson comments, 
“the regulators aren’t going to take over the 
[discipline and standard-setting}] process. They 
are going to be players and pushers. And both 
sides are going to have to adjust to what their 
proper role is” (quoted in Mathias, 20 March 
1990, p. 2, emphasis added). As spokespeople 
for the OSC acknowledge, these proposals for 
change were partially motivated by the findings 
of the Estey Commission (Eprile & Sanford, 
March 1991, p. 8). 
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TABLE 2. Discursive themes regarding labelling processes 


Period prior to 


failure 

(25 Mar—30 Aug) 
General 
No. of articles 82 
No. critical of auditors 12 (15%) 
No. critical of profession 1 
Specific criticisms? 
Competence and expert knowledge 11 
Advance warning 8 
Incorrect loan valuation — 
Independence 4 
Lawsuit against auditors n/a 


* Articles may mention more than one item. 
} This lawsuit will be discussed in a later section. 


TABLE 3. Discursive themes regarding stigma management responses 


Period prior to 
failure 
(25 Mar—30 Aug) 


General 

No. of articles 

No. mentioning stigma 
management strategies 


82 


Specific strategies* 
Deny responsibility 
Scapegoat others 
Redefine events 
Other responses 


* Articles may mention more than one item. 


THE MEDIA’S RESPONSE 


The bail-out, CCB’s subsequent failure and the 
Estey Commission received a great deal of media 
coverage. Between 25 March 1985 (when the 
bail-out was announced) and 31 December 
1989, 225 articles relating to the CCB were 
listed in the Canadian Periodical’s Index. 

The media’s portrayal of the events surround- 
ing the CCB failure is an important component 
of our interpretation. As was suggested in the 
section on discrediting events, jurisdictional 


Period subsequent to Total 
failure 
(after 3 Sept) 
143 225 
33 (23%) 45 (20% ) 

— 1 

17 28 

17 25 

8 8 

5 9 

8 8 

Period subsequent to Total 

failure 
(after 3 Sept) 
143 225 
29 (20% ) 29 (13% ) 

4 4 

24 24 

18 18 

5 5 


challenges are often mediated through public 
opinion. Since most members of the general 
public did not attend the Estey Commission 
proceedings, the media’s interpretation of 
events was the most accessible interpretation. 
Thus the mood and tenor of these articles 
provides an indication of the media’s re- 
presentation of events and the expected impact 
on the social consciousness of the general public 
(Chomsky, 1989, p. 8; Lehman & Tinker, 1987, 
p. 505). Tables 2 and 3 report the results of these 
analyses.” 


? The final content categories reflect the preconceptions of the researcher responsible for coding the articles. However, to 
provide some assessment of the intersubjectivity of the coding, a second member of the research team coded a subset of 30 
articles using the categories provided by the first researcher. Inter-rater agreement was 87% on an article-by-article basis and 


99% on an item-by-item basis. 
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Competence and expert knowledge 

As Table 2 indicates, much of the media’s re- 
presentation of events focused on behaviours 
that contradicted societal expectations regard- 
ing professional competence and expert 
judgment. For example, the media made the 
following observations regarding the Estey 
Commission: 


Testimony from the bank’s two auditors gave the inquiry 
a glimpse of senior CCB officials devising audacious 
strategies to avoid taking losses on huge non-performing 
loans for which there was little or no security. Yet the 
auditors said they went along with management on most 
such deals and indicated as late as December 1984, there 
was no intimation the bank was headed for collapse 
(Johnson, 20 November 1985a, p. A1). 


Similarly, subsequent media stories report that: 


The testimony of the bank’s two auditors seems to 
indicate that its financial statements fell somewhat short 
of offering an accurate guide to the crumbling universe of 
the CCB. 


And: 


Indeed by the time the auditors finished testifying this 
week, some of the disgruntled bank shareholders who 
turned up at the inquiry might well have concluded they 
would have been better consulting ... [a] psychic than 
the CCB’s prospectuses and annual reports (Johnson, 23 
November 1985c, p. B1). 


The media’s re-presentation of events called 
into question the perceived congruency be- 
tween professional behaviour and social values. 
In particular, the expectation that auditors 
provide expertise, altruism and autonomy 
(Willmott, 1986, p. 559) was contradicted by 
newspaper reports such as the aforementioned 
one which disparagingly compared annual 
reports to the predictions of psychics. 


Focus on the individual audit 

Table 2 also indicates that the media’s re- 
presentation of events focused on the individual 
audit. Of the 45 articles that were critical of the 
auditors and/or the profession, only one article 
directly referred to the profession. Instead, the 
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media concentrated on aspects of the CCB audit 
such as competence and expert knowledge, the 
lack of advance warning, and the lack of 
independence. 

The emphasis on the individual audit suggests 
that the stigma associated with the CCB failure 
did not percolate upward to the professional 
association. Thus, a piece of puzzling data raised 
by Table 2 is why did the profession choose to 
respond as it did to the CCB failure given that the 
profession was not stigmatized? We return to 
this question in the discussion section. 


Apportioning the blame 

Table 3 reports the configuration of 
discourses surrounding stigma management 
presented in the media. Responses that scape- 
goated other parties or attempted to redefine 
what auditors do were popular. For example, 
some of the blame was redirected back to the 
Inspector-General of Banks: 


The external auditors also took the opportunity last night 
to question the testimony from Inspector-General of 
Banks William Kennett, which suggested that he relies 
almost completely on the auditors for detailed financial 
analysis of a bank's performance. “If that reliance had 
been the principal basis upon which he based his analysis 
of the loans, we would have expected to receive a 
telephone call from him inquiring about the state of the 
loans (at the time a $255 million bailout of the bank was 
arranged last March),” auditor Douglas Carr of Peat 
Marwick Mitchell told the senators, “We believe we are 
one of several sources upon which Mr. Kennettt relies” 
(Waddell, 24 October 1985d, p. A8). 


Similarly, the auditors suggested that the CCB’s 
audit committee should take some of the blame 
for the bank’s aggressive accounting practices: 


Last December, following their audit of the CCB’s 1984 
financial statements, the auditors told the bank’s 
audit committee that the CCB “continues to be less 
conservative than we would like” regarding loan loss 
provisions and the capitalization ofboth interest and fees 
(Little, 25 October 1985, p. B2). 


The following section considers the response of 
the auditors and the other members of the 
accounting establishment in more detail. 
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THE ACCOUNTING ESTABLISHMENTS 
RESPONSE 


The auditors 

Prior to the formation of the Estey 
Commission, the individual auditors were silent. 
However, when Justice Estey released the 
Hitchman Report (which was critical of the 
auditors) and had Hitchman appear before the 
Commission, the auditors chose to respond. 
Hitchman was cross-examined by lawyers for 
the auditors: 


James Redmond, lawyer for CCB external auditors, 
Clarkson Gordon and Peat Marwick, concentrated his 
attack on Mr. Hitchman’s failure to check the value of 
security pledged to support individual loans when he 
assessed the provisions that should have been made for 
losses on the loans (Waddell, 23 October 1985c, p. A5). 


This cross-examination of Hitchman focused on 
the soundness of Hitchman’s evaluation of 
specific loans, the unscientific basis of his sample 
and thus the appropriateness of his conclusions 
(Redmond, 1986, pp. 668-670). 

To this point in time, Hitchman had been the 
most vocal critic of the auditor’s behaviour, 
in particular the comprehensiveness of the 
methods used to value outstanding loans. 
Therefore, it is not surprising that the auditors’ 
lawyer attempted to discredit Hitchman as an 
expert witness. However, this strategy was only 
partially successful as only a handful of 
newspaper articles re-presented the auditors’ 
concerns regarding the appropriateness of 
Hitchman’s methods and conclusions. 

Throughout the testimony phase of the 
inquiry, similar criticisms of the auditors’ 
behaviour and defences by the auditors were 
noted. For example, Justice Estey criticized 
CCB’s auditors for allowing CCB to value “real 
estate and other security pledged against loans 
on the basis of what it might sell for years in the 
future” and for the failure to note this approach 
in any audited financial statements issued by the 
bank Johnson, 21 November 1985b, p. B1). In 
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turn, the auditors responded that “accounting is 
a very complex discipline” and that the 
“accounting assumptions in the statements 
would require knowledge possessed by only a 
sophisticated investor” (p. B1). And in response 
to the criticism that the financial statements did 
not present fairly, Mr Redmond the lawyer for 
the auditors noted that, “a financial statement 
does not attest to financial health” (quoted in 
Cox, 22 May 1986, p. B1). 

The auditors’ responses to Estey’s criticisms 
can be interpreted as an attempt to manage the 
potential stigma through redefinition (Berk, 
1977, p. 536; Sutton & Callahan, 1987, p. 426). 
In drawing upon the profession’s interpretation 
of what it does (cf. Calpin, 1989), the auditors 
provided an alternative to Hitchman’s negative 
interpretation of the auditors’ behaviour. From 
the perspective of the individual audit firms, this 
strategy could be expected to serve two 
purposes. First, if successful, such redefinition 
might forestall lawsuits for negligence by 
investors and creditors that relied on the 
financial statements.'° Similarly, the individual 
auditors, by insisting that their behaviours were 
consistent with professional standards, would 
make it more difficult for the profession to 
institute disciplinary proceedings against them. 

Previously it was noted that Justice Estey’s 
final report was quite critical of the auditors’ 
behaviour. As expected the auditors, in a joint 
statement, deny Justice Estey’s interpretation: 


We agree with the commission that the Inspector 
General of Banks was “in possession ofall the information 
essential to a true comprehension of the state of affairs” of 
the banks in order to deal with the problem. 


We disagree completely with the commission’s 
conclusions with respect to the auditors’ performance. 
We believe that the commission has used hindsight in 
arriving at their conclusions and has failed to fully 
understand the accounting and auditing principles 
involved (quoted in CA Magazine, December 1986, 


p. 8). 


The rebuttal by the auditors is consistent with 
their previous remarks. Throughout the Estey 


19 The research of St. Pierre & Anderson (1984, p. 247) suggests that client bankruptcy is the primary antecedent for 


third party lawsuits against public accountants. 
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Commission the auditors denied responsibility 
and implied that other parties (e.g. management 
and the Inspector-General) were primarily 
-esponsible for the CCB failure. As Sutton & 
Callahan (1987, p. 427) argue, it is often easier 
to deny responsibility by scapegoating other 
parties than it is to claim non-causation — that 
the failure was a random event. 

Complementing the auditors’ denial of 
responsibility was their questioning of the 
expertise of Hitchman and Justice Estey. As 
was previously suggested, claims of cognitive 
exclusiveness provide a partial support for 
professional legitimacy and privilege. In this 
case, it appears that these same claims were used 
by the auditors to downplay the ability of non- 
accountants to evaluate professional behaviour. 
Therefore, from the auditors’ perspective, the 
Commission’s lack of accounting expertise 
invalidates its interpretation of the auditors’ 
apparent behavioural deviation. 


The profession 

While the CA’s governing body, the CICA, was 
not a direct participant in the CCB failure, they 
elected to make a submission to the Estey 
Commission. This submission outlined the 
CICA’s interpretation of what auditors do and 
the role of accounting standards in influencing 
the presentation of financial results for the 
banking industry. For example, the submission 
stated that: 


The purpose of an audit of financial statements is to 
express an opinion on the fairness with which they 
present the financial position ... in accordance with 
appropriate accounting principles consistently applied. 
Such an opinion is not an assurance as to the future 
viability of an enterprise nor an opinion as to the 
efficiency or effectiveness with which its operations, 
including internal control, have been conducted (CICA, 
1986, p. 3, emphasis added). 


[n addition, the submission implied that one of 
the problems with banks was that statutory 
regulations regarding financial disclosure over- 
tide GAAP. Thus similar problems in the future 
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might be eliminated by relying more extensively 
on the profession’s rules for financial disclosure: 


Canadian banks have largely remained outside the 
established process for setting accounting standards as a 
result of the existence of extensive statutory rules 
prescribing the form and content of bank financial 
statements. . . . In our view, both the banking industry and 
the standard setting process would benefit from having 
banks being fully within the scope of application of the 
accounting standards in the CICA Handbook and hence 
reporting in accordance with generally accepted 
accounting principles (CICA, 1986, p. 2). 


By suggesting that not enough GAAP rather than 
the incorrect application of GAAP was the 
problem, the CICA redefines the problem. If 
successful, this strategy would allow the profes- 
sion to expand its jurisdiction and forestall other 
jurisdictional challenges. 

ACICA representative also testified before the 
Estey Commission. This testimony concentrated 
on defining the profession’s interpretation of its 
mandate: 


Financial statements are the thermometer that one must 
read to get the temperature, and the fact that someone, a 
nurse or a doctor, comes along and says, that [the] 
thermometer is working well or is not working well is 
analogous to the auditor’s role. If the patient has such a 
low temperature [that] they are about to die or such a 
high temperature [that] they are about to expire, the 
nurse or doctor in that case would still be saying, read the 
thermometer, it will tell you the condition (Dilworth, 
1986, p. 8026). 


Stated differently, the auditor simply tells 
financial statement users whether the appro- 
priate calculations have been made (i.e. that the 
thermometer is working), they do not interpret 
the results presented in the financial statements. 
Subsequent to the CICA’s testimony, the 
CICA’s representative was cross-examined by 
James Redmond, the lawyer for the individual 
auditors. During this cross-examination, James 
Redmond asked 23 questions, 22 of which 
were answered affirmatively by the CICA’s 
representative.'! For example: 


U The remaining question was open-ended, thus requiring a longer response., 
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Q: So you would agree with me then that in a bank you 
would certainly want to have good hard evidence of the 
fact that the bank was unlikely to be able to continue as a 
going concern before you would make the qualification 
or refuse to give an opinion? 


A: Yes, sir. 


Q: And it would be a matter of having some slight doubt, 
you would want to have very serious doubts before you 
qualified the financial statement, based on good hard 
evidence? 


A: Yes, sir (Dilworth, 1986, p. 8108). 


Both the submission/testimony of the CICA 
and the cross-examination by the lawyer for the 
individual auditors suggest that the profession’s 
response complemented that of the individual 
auditors. Whereas the individual auditors 
concentrated on the specific situation (i.e. the 
CCB failure), the CICA emphasized general 
situations; however, these generalities were 
consistent with and reinforced the individual 
auditors’ interpretation of the CCB failure. 

In December 1985, the CICA announced the 
formation of the Macdonald Commission to 
study the public’s expectations of audits. 
The Macdonald Commission conducted public 
hearings in six major Canadian cities. It also 
considered written submissions and consulted 
with financial regulators and members of the 
profession both in Canada and abroad (CA 
Magazine, July 1988). This process took 
approximately two-and-a-half years from the 
formation of the Commission until the final 
report. 

The report issued by the Macdonald 
Commission stressed the need to strengthen the 
structure in which audit reporting takes place. 
For example, the Report suggested that other 
institutional groups such as audit committees 
and directors along with auditors must shoulder 
more of the responsibility for financial reporting 
(Macdonald Commission Report, 1988). In 
addition, the Report noted that the profession 
needs to better articulate to the general public 
what auditors actually do as opposed to what the 
general public expects them to do (what is 
referred to as the expectations gap). And finally, 
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although the Commission appears to have been 
an explicit response to the CCB failure (CA 
Magazine, July 1988, p. 21), the actual failure 
does not receive much attention. Instead the 
focus is on the public’s general expectation of 
audits. 

The formation of the Macdonald Commission 
can be interpreted as an attempt by the 
profession to provide an alternative discourse 
to that presented by the Estey Commission. 
Paraphrasing Goffman’s (1959) dramaturgy 
metaphor: 


This strategy allows the CICA to “set the stage”, to select 
what play will be performed. It also allows the CICA to be 
the casting director; to select the dialogue, to select the 
characters and to determine which characters will get 
speaking and non-speaking parts. Taken together, control 
over these facets of the play allows the CICA to enact its 
preferred story; to define, deny or accept responsibility 
for the discrediting event as they wish. 


Thus, it appears that the Macdonald Commission 
allowed the profession to focus attention away 
from the CCB failure toward a less threatening 
general issue — in essence changing the topic of 
discussion away from the source of the potential 
stigma. 

In Canada, the various provincial associations 
of CAs are responsible for the discipline of their 
members. In this case, the Institute of Chartered 
Accountants of Alberta (ICAA) was the pro- 
vincial body responsible for considering any 
internal discipline charges against the two 
auditors and their firms. In July 1989, after 
conducting a preliminary investigation into 
whether a formal discipline proceeding should 
be undertaken, the ICAA concluded that: 


The auditors involved ... have defended their audit 
judgments and rejected any inferences that the manner 
in which they exercised their judgments amounted to 
conduct unbecoming chartered accountants . .. Seeking 
a more constructive solution (as opposed to formal 
hearings)... the partners will contribute to the institute 
the total amount of $105,000 toward the cost of the 
investigation to date, and $212,500 to an auditing and 
accounting development fund, to be established by the 
institute ... The governing Council of the Institute 
believes this arrangement accomplishes a more 
constructive result than could have been achieved 
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through contested proceedings and satisfies the mandate 
of the Institute to govern its members in the public 
interest (CA Magazine, July 1989, p. 13). 


In addition to the lack of formal sanction by the 
ICAA, anecdotal evidence suggests that the audit 
firms did not discipline the partners involved: 
both partners received internal promotions 
subsequent to the events documented here.'? 

The preceding analysis suggests that the 
responses of the CICA and ICAA complemented 
those of the individual auditors. However, the 
analysis is equivocal on two points. First, as 
alluded to previously, why did the profession 
choose to respond as it did, especially since the 
criticisms were directed at the individual audit 
firms? Further, previous research has suggested 
that the stigma management strategies of scape- 
goating, re-education or the disciplining of 
individual auditors may be one method of 
re-establishing institutional legitimacy by 
providing visible evidence of reform (Gamson & 
Scotch, 1964; Abbott, 1983; Preston et al. 
1991). Thus, why did the CICA and ICAA not use 
one of these strategies? We return to these 
questions in the discussion section. 


The liquidator 

Price Waterhouse, acting as the liquidator for 
CCB, also testified before the Estey Commission. 
In his testimony, Garth MacGirr acknowledged 
that the bank was probably insolvent at the time 
of the October 1984 annual report: 


“Tm led to believe, based on an analysis on a macro basis, 
that the bank was probably insolvent on March 31, 1985, 
and there is some doubt in my mind about its solvency on 
October 31, 1985” said Garth MacGirr, president of Price 
Waterhouse of Toronto (Waddell, 10 December 1985e, 
p. B8). 


However, MacGirr was also critical of 
Hitchman’s conclusions: 


The liquidator was harshly critical of the $1 billion 
estimate of CCB Ioan losses provided by the retired 
banker George Hitchman in a report to Minister of State 
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for Finance Barbara McDougall last August, arguing that it 
was highly improper for Mr. Hitchman to merely 
extrapolate on to the whole loan portfolio losses found in 
the 84 files that the retired banker examined. But, Mr. 
MacGirr added, his own estimate, when completed in a 
couple of months, would still be much higher than the 
$65 million proposed by the bank (Waddell, 10 
December 1985e, p. B8). 


Thus, in his testimony before the Estey 
Commission, MacGirr carefully avoided criticiz- 
ing the behaviour of the auditors for CCB, 
instead reiterating the theme advanced by 
the auditors that Hitchman’s methods and 
conclusions were suspect. 

However, subsequent to the Estey Report, 
Price Waterhouse (who were originally 
appointed by the federal government) launched 
a civil suit claiming $294 million in damages 
against the bank’s former officers, directors and 
auditors. This suit alleged that the auditors: 


negligently and without proper skill, knowledge and care 
and in breach of their duties ... failed to require the 
necessary changes to be made in the financial statements 
of CCB. . . As a result, the auditors failed to report that the 
financial statements did not fairly represent the financial 
position of CCB (Partridge, 26 August 1987a, p. B1). 


According to Price Waterhouse, the $294 
million represented the amount of extra losses 
accumulated by CCB during the two-year 
period when the bank continued operations 
(1983—1985) but was really insolvent 
(Yakabuski, 3 November 1990, p. B1). They also 
stated that in light of Justice Estey’s findings, 
Price Waterhouse had no choice but to com- 
mence the suit on behalf of the creditors 
(Partridge, 26 August 1987a, p. B1). 

As expected, the auditors responded to this 
challenge by stating, “we think the suit is so far 
off the mark as to border on the frivolous” and: 


We completely disagreed with Estey’s conclusion at the 
time, and said so. And from reading the statement of claim, 
it doesn’t appear that Price Waterhouse has brought out 
any new information about the work we did at CCB. We 
are convinced we carried out our responsibilities 


12 The ICAA did prevent these partners from supervising a bank audit for a period of one year. 
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appropriately and in accordance with professional 
standards (Partridge, 27 August 1987b, p. B2). 


Thus, similar to previous defences, the indivi- 
dual audit firms denied the accusations and 
relied on their interpretation of professional 
standards to justify their position. 

During November 1990, the lawsuit was 
settled out of court. Under the terms of 
the settlement, the auditors and the other 
defendants agreed to pay a total of $82.5 million. 
However, the settlement did not specify the 
portion paid by the individual parties. It also 
included a statement that the defendants “deny 
all liability or fault relating to the allegations” 
(Yakabuski, 3 November 1990, p. B1). 

The events leading up to the lawsuit and 
its subsequent settlement suggest that Price 
Waterhouse faced a peculiar dilemma. On the 
one hand, the decision to institute legal proceed- 
ings appears contrary to the interest of Price 
Waterhouse since the resulting stigma reflects 
badly on the behaviours of all auditors, 
particularly Big 6 auditors. On the other hand, 
Price Waterhouse, as an agent of the federal 
government, may have had incentives to under- 
take actions that were consistent with those of 
the federal government. At the time of the initial 
lawsuit, it appears that the latter course of action 
won out — as the statement of claim noted, 
in light of Justice Estey’s findings, Price 
Waterhouse had no choice but to commence the 
suit. However, it is interesting to note that in the 
final settlement the general public is not told 
how much the auditors contributed to the final 
settlement; they are told, however, that “all 
defendants deny all liability or fault relating to 
the allegations”. 


DISCUSSION 


The current study has used a privilege— 
legitimacy—discrediting events—stigma manage- 
ment narrative to inform the interpretation of 
the CCB failure. This narrative proposes that the 
maintenance of professional privilege depends 
on the profession’s ability to neutralize and 
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displace threats to legitimacy. Discrediting 
events provide other institutions with the 
opportunity to challenge the legitimacy and, 
hence, the jurisdiction of the auditing profes- 
sion. In these situations, we suggest that stigma 
management strategies help the profession to 
defuse such challenges. 

The responses of the government, the media, 
and the accounting establishment were inter- 
preted in terms of this narrative. Our analysis 
suggested that the events surrounding CCB’s 
failure called into question the auditors’ 
behaviour which, in turn, provided a partial 
rationale for the OSC’s decision to challenge 
the profession’s discipline and standard-setting 
processes. The analysis also highlighted the 
strategies adopted by the accounting establish- 
ment in response to these events. For ourselves 
and for the members of the profession that we 
consulted with, this narrative appeared to 
provide a plausible interpretation of the events 
surrounding the CCB failure. 

One issue raised by the case study but not 
addressed, deserves further comment. The 
question of why did the profession respond as it 
did given that the stigma appeared to be 
localized at. the individual auditor level hints at 
the importance of the intraprofessional dynamic 
to the stigma management process. More 
specifically, we would like to propose that 
the profession has incentives to respond to 
discrediting events if they are serious enough. 
However, the response of the profession is, in 
part, influenced by the identity of the auditor 
responsible for the stigma. Thus, in some but 
not all situations, individual auditors and profes- 
sional associations will appear to act as 
one. 

Reviewing previous literature pertaining to 
the professions, it appeared that the profession 
had three possible responses to the CCB failure. 
First, it could choose to do nothing. Second, 
it could choose to scapegoat the individual 
members in an attempt to demonstrate visible 
evidence of reform (Gamson & Scotch, 1964). 
Finally, it could choose to defend the members 
by engaging in stigma management strategies 
that complemented the strategies adopted by 
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the members. For reasons that will hopefully 
become apparent, the do nothing alternative 
doesn’t appear viable, therefore the choice 
is between scapegoating or defending one’s 
members. 

In his analysis of the professions, Abbott 
(1988, p. 61) comments that individual profes- 
sionals are always responsible for doing the 
actual work, yet jurisdictional disputes are 
fought at the level of professional associations. 
He goes on to suggest that public opinion tends 
to mobilize around professional archetypes — 
either positive or negative archetypes of 
individual-level behaviour. Abbott concludes 
that these archetypes as reflected in public 
opinion influence the outcome of jurisdictional 
disputes. 

From this perspective, it is not surprisng 
that behaviours that deviated from the norm 
occurred at the level of the individual auditors 
since they were the ones doing the auditing. Nor 
is it surprising that the CICA responded to the 
potential stigma. As Sutton & Callahan (1987, 
p. 417) remark, negative attributions of this 
sort function as courtesy stigmas that reflect 
negatively on a third party. In this case, the 
courtesy stigma negatively impacted on the 
overall image of the profession. And, in hind- 
sight, these “negative” behaviours allowed the 
OSC to partially justify its challenge to the 
profession’s jurisdiction. 

The preceding implies that the profession 
must respond to discrediting events at the 
individual auditor level; however, it doesn’t 
explain why the profession chose not to 
scapegoat the individual auditors. After recon- 
sidering our previous narrative and after talking 
to members of the profession, it appeared to us 
that the type of auditors that were involved 
influenced the profession’s response. 

In Canada, the Big 6 auditing firms are the 
most powerful component of the profession. At 
the time of the CCB failure, the majority of 
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members of the CICA’s executive council and 
ICAA’s executive council were representatives 
of the major public accounting firms.'> As a 
result, one interpretation is that the interests of 
the Big 6 accounting firms were best served by 
not scapegoating the involved auditors. This is 
consistent with Larson’s (1977) observation 
that internal discipline is not symmetrical across 
types of members. 

Complementing this explanation is the 
distinction that is usually made between types of 
auditors. In both the professional literature and 
the academic literature a distinction is made 
between the quality of audit firms. Generally, 
larger audit firms are perceived to be of higher 
quality than are smaller audit firms (Simunic & 
Stein, 1987). Therefore, the strategy of scape- 
goating supposedly high quality members holds 
the potential to severely damage the profession’s 
overall image. Conversely, if the auditor is 
perceived to be a member of the lower quality 
group, scapegoating allows the profession to 
assert that it is attempting to raise the quality of 
the profession by disciplining and possibly 
expelling such members. As a result, scapegoat- 
ing appears to be a more viable stigma manage- 
ment strategy when the member in question is 
perceived to be of lower quality. 

Finally, as was noted in the case study, the 
responses of the individual auditors were 
consistent with the profession’s interpretation 
of its mandate. Therefore, it would have been 
difficult for the profession to scapegoat the 
individual auditors given this consistency. 

The preceding analysis proposes that the 
profession’s response was influenced by the 
responses of the individual auditors and also by 
the fact that CCB’s auditors were Big 6 
accounting firms. It also implies that the 
responses of the individual auditors and the 
profession were complementary not necessarily 
because the responses were co-ordinated, but 
rather because the interests of the individual 


13 In 1989, the ICAA’s board was evenly split between representatives of large and small firms. However, the CICA’s board was 


weighted toward representatives of the large firms. 


14 As was noted by one reviewer, the responses of the profession also appeared to fulfil internal stigma management functions. 
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auditors and the profession overlapped in this 
case. Thus, the analysis provides a partial 
explanation for the behaviours of the profession 
and the individual members without having to 
assume that the strategies were consciously co- 
ordinated. 

In conclusion, the current study has con- 
sidered the system of institutions that comprise 
the context in which accounting operates. A 
case study of the CCB failure was used to 
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highlight the responses of various institutions 
to behaviours of the auditors that appeared 
to deviate from what was expected. The 
narrative and case study illustrate the roles 
that labelling behaviours and stigma manage- 
ment responses play in challenging and defend- 
ing the profession’s jurisdiction. By doing so, the 
current study complements and extends our 
understanding of the institutional context of 
accounting. 
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Abstract 


This study examines the nature of organizational culture in public accounting and demonstrates that different 
aspects of culture exist across and within public accounting firms. Organizational culture is defined in terms of 
values shared by members of an organization (or organizational sub-unit) that manifest themselves in the 
practices of that organization. Practices particularly important to the development and maintenance of culture 
include selection and socialization. The hypotheses state that different aspects of organizational culture vary 
across public accounting firms of different size and technology, and public accountants of different rank and 
functional area. These hypotheses are tested and largely supported with responses to a paper and pencil 
instrument, the Values Survey Module (Hofstede, Institute for Research on Intercultural Cooperation, 1982), 
which was completed by 338 public accountants across the United States. Implications for accountants and 


future research are also discussed. 


The study of culture and its relationship to 
accounting, at both the national (Harrison & 
McKinnon, 1986; Pratt & Behr, 1987) and 
organizational level (Ansari & Bell, 1985; 
Soeters & Schreuder, 1988), has generated 
much recent interest. For example, three-day 
workshops in Amsterdam (june 1985) and 
Brussels (December 1987) were devoted 
exclusively to this relationship, and accounting 
and culture served as the theme for the 
1986 national convention of the American 
Accounting Association (Hofstede, 1987). 

This study examines the nature of organiza- 
tional culture in public accounting and demon- 
strates that different aspects of culture exist 


across and within public accounting firms. In 
summary, organizational culture is defined in 
terms of values shared by members of an 
organization (or organizational sub-unit) that 
manifests themselves in the practices of that 
organization. Practices particularly important to 
the development and maintenance of culture 
include the processes of selection and socializa- 
tion. Through selection, organizations attract 
and recruit individuals with similar values. 
The socialization process modifies member 
values toward those of the organization 
through training methods and systems of 
control, evaluation, and reward. 

We hypothesize that different aspects of 


* The authors are grateful for the comments made at the workshops at the University of Manchester, the University of 
Washington, the Pennsylvania State University, and Indiana University. The suggestions of Eric Noreen, D. Shores, Pete Dukes, 
Hein Schreuder, Michael J. Fischer, Mark Dirsmith, Jerry Salamon, Geert Hofstede, and an anonymous reviewer were 
especially helpful. This study has received support from the Peat Marwick Main and Company Research Opportunities in 
Auditing Foundation as well as the School of Business and the Accounting Development Fund at the University of Washington. 
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organizational culture vary across public 
accounting firms of different size (large/small), 
public accounting firms using different tech- 
nologies (structured/unstructured), public 
accountants of different rank (staff/senior/ 
manager), and public accountants working in 
different functional areas (MAS/non-MAS).! 
Differences in the selection and socialization 
processes used by these different groups of 
public accountants result from, and give rise to, 
different values shared by the members of 
each group. These hypotheses are tested and 
supported with responses to a paper and pencil 
instrument, the Values Survey Module 
(Hofstede, 1982), which was completed by 338 
public accountants across the United States. 

In the next section organizational culture is 
discussed and the measure used in this study 
is described. Distinctive cultures across and 
within public accounting firms are then 
hypothesized, followed by the tests of the 
hypotheses and a reporting of the results. The 
paper concludes with a discussion of limitations, 
implications for accountants, and suggestions 
for future research. 


ORGANIZATIONAL CULTURE 


Culture has been defined in many different 
ways and there is little consensus on the exact 
definition (e.g. see Ouchi & Wilkins, 1985). 
Meek (1988) notes further: 


Culture, as a holistic concept, is far too broad to be the 
main thrust of any research agenda; the concept needs to 
be dissected into manageable proportions (p. 465). 


The focus of this study, therefore, is limited to 
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two aspects of culture, both of which have 
generated considerable support in the literature. 
They are values and practices; the former 
describes what “should be” while the latter 
describes what “is” (Hofstede et al., 1990, 
p. 294). 


Values 

Values are attributes of individuals charac- 
terized by broad tendencies to prefer certain 
states of affairs.over others. Although somewhat 
simplified, this definition is in line with Rokeach 
(1972, p. 159) who noted that “[values are] 
beliefs that a specific mode of conduct or end- 
state existence is personally and socially prefer- 
able to alternative modes of conduct or end- 
state existence”. Values reflect both intensity 
and direction and are relatively enduring. They 
are not fixed, however, and can be modified over 
time. Others have used the terms norms, 
attitudes, beliefs, and preferences.” 

In his well-known book Culture’s Conse- 
quences, Hofstede (1980) proposes that culture 
represents a “collective programming of the 
mind”, consisting of values shared by the 
members of a definable group. Hofstede et al. 
(1990) note further: 


The core of culture is formed by values, in the sense of 
broad, nonspecific feelings of good and evil, beautiful and 
ugly, normal and abnormal, rational and irrational — 
feelings that are often unconscious and rarely discus- 
sable, that cannot be observed (p. 291). 


Wiener (1988) developed a framework for 
the analysis of organizational culture based on 
the “organizational value system”. He notes: 


Most researchers of organizational culture agree that 
shared values, or an organizational value system, are a key 


1 “MAS” refers to management advisory services. In the initial analyses of this study audit, tax, and MAS were treated 
separately. After further examination, however, we concluded that MAS was both conceptually and empirically distinct from 
the other two departments and at that time decided to combine audit and tax into a single category referred to as non-MAS. 
See Watson (1975), Ballew (1982), and Jiambalvo et al. (1983) for evidence supporting such a division. Also, the partition on 
size includes large firms (members of the group formerly known as the Big 8) and small firms (members of local and regional 


firms). 


? This definition of values has considerable recent support. See, for example, Wiener (1988) and Meglino et al. (1986). 
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element in the definition of culture. Values, in turn, often 
have been subjected to theoretical and methodological 
scrutiny. Despite persistent difficulties, operational 
definitions and measurement of values are feasible. It 
seems reasonable, therefore, to apply the shared 
values construct as a framework for the analysis of 
organizational culture (p. 534). 


These views are also consistent with much of 
the popular literature on corporate culture 
which suggests that shared values represent the 
core of corporate culture (e.g. see Peters & 
Waterman, 1982). Note also that values can be 
shared not only with an organization as a whole, 
but also within the sub-units of the organization. 
Large organizations may possess multiple value 
systems, or subcultures. One organization, 
for example, may include several culturally 
different departments, and these departments 
may consist of culturally different work groups 
(Gregory, 1983). 


Practices ; 

While shared values are certainly a “key 
element” in the definition of culture, a construct 
as complex as organizational culture cannot 
be explained in terms of values alone. The 
observable practices of the culture’s member- 
ship are also important in that they represent 
manifestations of the culture’s values (Reynolds, 
1986). Hofstede et al. (1990) indicate that 
“[values] are manifested in alternatives of 
behavior” and demonstrate empirically that, 
while both values and practices are important, 
shared perceptions of daily practices are more 
significant in explaining differences across 
organizations. Consequently, an understanding 
of organizational culture must include an 
understanding of shared values as well as an 
understanding of the practices that manifest 
those values. 

Two organizational practices that both result 
from, and give rise to, shared values are selection 
and socialization. Selection consists of two 
components: recruitment and self-selection. 
Recruitment refers to the way in which out- 
siders are identified, screened, and invited into 
the cultural unit. Cultures seek and solicit 
individuals whose values are similar to those 
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shared by the group members. Self-selection 
refers to the process through which outsiders 
make themselves available for recruitment. 
Individuals tend to seek and self-select cultures 
that personify their personal values. As noted in 
Wiener (1988): 


Recruitment and selection practices may be designed to 
attract and select those persons most suited to any given 
culture (p. 541). 


Organizational socialization refers to the 
process by which the values of members are 
brought into line with those of the organization 
(Etzioni, 1961). It encompasses the activities of 
the cultural group that serve to reinforce and 
support the membership’s shared values. The 
development and use of language, customs, 
rituals, organizational procedures, and other 
similar activities encourage the internalization 
of shared values and strengthen individual 
acceptance of the common beliefs and goals of 
the group. Such activities serve to reinforce and, 
to some extent, program the members to accept 
the shared values of the culture. Van Maanen & 
Schein (1979) show that formal and informal 
organizational socialization practices may be 
useful in the acquisition and maintenance of 
organizational value systems, while Pascale 
(1985) suggests that organizational practices 
are learned through socialization at the 
workplace. 

To summarize, organizational culture is 
defined in terms of the values shared by the 
members of a definable organizational unit or 
sub-unit. These values are unobservable, but 
manifest themselves in the practices of the 
cultural membership. Selection and socializa- 
tion represent two important practices that both 
result from, and give rise to, the culture’s shared 
values. In the next section we describe a 
measure of culture that reflects both values and 
practices. We then describe the environment of 
public accounting firms and develop predictions 
about how these measures should vary across 
firms of different size and technologies, 
employees of different rank, and employees 
working in different functional areas. 
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A MEASURE OF ORGANIZATIONAL 
CULTURE 


The measure of culture used in this study was 
taken from Hofstede (1982). In separate 
surveys conducted in 1968 and 1972, Hofstede 
collected information from approximately 
116,000 employees working in 40 different 
countries about the practices in their work 
environments and the values they attach to these 
practices. Through theoretical reasoning, factor 
analysis, and a series of validation and reliability 
tests, the data were reduced to four dimensions, 
which explained 49% of the variance in 
the responses. The four dimensions are 
called Power Distance, Uncertainty Avoidance, 
Individualism, and Masculinity. 

Separate measures of each of the four 
dimensions are computed from the responses of 
individuals in certain groups to a paper and 
pencil instrument called the Values Survey 
Module (VSM). The formula and related 
questionnaire items for each of the four indexes 
are contained in the Scoring Guide for 
the Values Survey Module (Hofstede, 1982). 
Different questionnaire items and a different 
mathematical formula are used in the calculation 
of the index for each dimension. The derivation 
of the mathematical formulas is described in 
Hofstede (1980). It is important to note that 
these dimensions are not measured with respect 
to specific individuals. That is, each individual is 
not characterized by a score on each dimension. 
Instead, a single index for each of the four 
dimensions is computed for each hypothesized 
cultural group. The responses of the members of 
each group to certain questionnaire items are 
aggregated and then combined through a 
mathematical formula to produce the index.3 
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The VSM was originally designed to measure 
culture at the national level and there is some 
question about whether it is appropriate for 
use within and among organizations. Hofstede 
(1982) notes: 


[VSM] scores may or may not be meaningful for 
comparing organizational subcultures; awaiting further 
research, such comparisons should be done with the 
utmost care (p. 2). 


In response to Hofstede’s cautionary note, we 
conducted a test to ascertain whether, and to 
what extent, the VSM provides appropriate 
measures of Organizational culture for the 
sample of public accountants used in this study.* 
First, we identified the questionnaire items 
comprising the measures of power distance, 
uncertainty avoidance, individualism, and 
masculinity, and noted how they covary within 
the formulas of each measure. We then com- 
puted the correlations among all items resulting 
from the sample of public accountants who 
completed the VSM and compared these cor- 
relations to the covariations within the formulas 
of each measure. Evidence that a given index 
could be used as a measure of organizational 
culture in our sample of public accountants was 
provided if we observed a match between the 
covariations and correlations for that index. 

The results of the test suggest that power 
distance and uncertainty avoidance can be 
used appropriately in this context, while 
individualism and masculinity cannot. For the 
items comprising the power distance and 
uncertainty avoidance indexes the signs of the 
correlations matched those of the covariations 
perfectly and most of the signs were statistically 
significant. For the items comprising the 


> Hofstede (1980) and sociologists such as Blau (1960) and Metzler (1963) emphasize the importance of measuring culture 
at the “ecological” level: that is, at the level of the cultural unit as opposed to the level of the individuals which comprise the 
cultural unit. Such measurement is considered appropriate when group processes and social structure represent the primary 
focus of the analysis. For a general discussion of the importance of conducting research in organizations at an aggregate level 
of analysis see Schneider (1985) and Mossholder & Bedeian (1983). 


í The rationale for the following test can be found in Hofstede’s (1980) discussion of the “reverse ecological fallacy” (p. 29). 
Further, Geert Hofstede personally recommended to the authors that such a test be conducted. 
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individualism and masculinity indexes, the 
results were mixed and inconsistent. Con- 
sequently, in the remainder of the paper we limit 
our discussion and analysis to power distance 
and uncertainty avoidance. 


Power distance 

Power distance (PD) refers to the extent to 
which members of a group observe and accept 
the fact that the power among group members is 
distributed unequally. Cultures reflecting high 
levels of PD manifest distinct hierarchical 
structures that are normally not subject to 
question. Subordinates in such cultures tend to 
view and prefer management as autocratic or 
authoritative as opposed to consultative or 
democratic. 

The PD index is comprised of three items. 
One refers to a respondent’s “preference 
for consultative immediate supervisors”, a 
value, while the other two ask whether the 
respondents “observe mostly autocratic or 
authoritative immediate supervisors” and “how 
frequently are subordinates afraid to express 
disagreement” in their work environment. The 
latter two involve perceptions of practices. In 
high PD cultures a low preference for con- 
sultative supervisors manifests itself through the 
preponderance of autocratic supervisors and 
infrequent expression of disagreement with 
supervisors. 


Uncertainty avoidance 

Uncertainty avoidance (UA) refers to the 
needs of members of a culture to reduce tension 
by establishing guidelines for behavior and 
guaranteeing career stability. Members of 
cultures with high levels of UA tend to feel work- 
related stress and, therefore, place high values 
on clearly defined rules. They also seek cultures 
that provide job security. 

Three questionnaire items are included in the 
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UA index. Two items, “how often do you feel 
nervous or tense at work” and “how long do 
you think you will continue working for the 
organization or company you work for now”, 
involve perceptions of what “is”, while the third, 
“a company’s rules should not be broken”, 
involves a description of what “should be”. In 
high UA cultures a strong need to reduce tension 
and uncertainty brings about a belief that 
company rules should be followed and with that 
the expectation of a long tenure.’ 


POWER DISTANCE AND UNCERTAINTY 
AVOIDANCE IN PUBLIC ACCOUNTING 


The cultural dimensions of PD and UA may 
play an important role in public accounting 
firms, which have well-defined hierarchies (staff, 
senior, manager, and partner) and the lines of 
authority are clear. Much of the work is 
performed in teams, comprised of several staff 
members headed by a supervisor, and the output 
of the team is normally reviewed by a manager 
who, in turn, is responsible to a partner (Bamber 
& Bylinski, 1982; Jiambalvo & Pratt, 1988). 
Moreover, a relatively well-specified perfor- 
mance evaluation and promotion process 
determines how employees move up the 
hierarchy (Jiambalvo, 1979; Jiambalvo et al., 
1983). These characteristics suggest that PD, 
which encompasses values and practices with 
respect to the organizational hierarchy, may be 
relevant in the context of public accounting. 

Similarly, UA encompasses values and 
practices (i.e. structure, uncertainty, and em- 
ployee turnover) that are relevant to the 
public accounting environment. Much recent 
literature has been devoted to the structure and 
technology of the audit (e.g. see Dirsmith & 
McAllister, 1982a, b; Cushing & Loebbecke, 
1983; Kinney, 1986) and how structure relates 


> The fact that PD and UA each reflect both the culture’s values and perceived practices may explain why PD and UA were 
determined to be operational in this organizational context, while individualism and masculinity were not. The items 
comprising the individualism and masculinity indexes reflect only values, and recall that Hofstede et al. (1990) showed that 
practices were more important than values in explaining differences across organizations. 
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TABLE 1. Differences between large and smali firms (adapted from Wheeler et al., 1987) 
Area Large firms Small firms 
Clients Large with audit emphasis more Small and less sophisticated, requiring 


sophisticated, often employing CPAs 


in-house 
Client relations 
level employees 
Assignments for beginning 
staff 
Level of client responsibility 


usually auditing 


only after several years 
Degree of supervision 


Contact with partners 

Competition with peers 
promotions to partner 

Office environment 


Pressure to meet deadlines 


Performance evaluation 
forms, periodic reviews 


Compensation Higher starting salaries with sharp increase 
at partner level 
Training More specialized and more intense 


Opportunities to transfer 


Clients infrequently interact with lower 
Fewer different assignments on large jobs, 
Varies, but tends to have full responsibility 
High with structured work program 
Limited until after 2—4 years 


Intense with a limited number of available 


Relatively unimportant, most work 
performed outside the office 
Heavy use of time budgets 


Formal process using specific evaluation 


Substantial, often used as “springboard” to 


outside help in tax, compilation, advising, 
and sometimes audit 

Frequent contact with clients, sometimes 
even owners 

Tax, advising, compilation, and audits 
performed by same employee 

Full responsibility comes sooner 


Less supervision, more opportunity to 
learn by mistake 

Often right from beginning of career 
Less intense where promotion depends 
more directly on employee's contribution 
to firm’s success 

More important because work is more 
often performed in the office 

Less pressure imposed to meet time 
deadlines 

Relatively informal process 


Lower starting salaries with smoother 
increases 

Greater variety of on-the-job training 
Fewer, clients are usually smaller, 


requiring less in-house expertise 


outside public accounting industry positions 


to uncertainty in the audit environment 
(Bamber & Bylinski, 1982; Ballew, 1982; 
Bamber & Snowball, 1988). Further, employee 
turnover has long been a concern of public 
accountants which, in turn, has motivated 
considerable research (Ferris & Dillard, 1988). 


HYPOTHESES 


In this section we argue that public 
accountants are simultaneously members of 
four distinct organizational cultures, which are 
defined by (1) the size of the accountant’s 
firm, (2) the relative structure of the firm’s 
technology, (3) the accountant’s rank in the 
organizational hierarchy, and (4) the functional 
area in which the accountant works. With 
respect to PD and UA each separate culture 
reflects a different set of shared values that 
manifest themselves through different prac- 
tices. These differences result from, and give 


rise to, different selection and socialization 
processes. 


Firm size (large/small) 

Wheeler et al. (1987) indicate that the nature 
of the work environment, the organizational 
structure, and the performance evaluation, 
compensation, and promotion procedures in 
large firms differ from those in small firms. These 
differences are summarized in Table 1. 

Note that the differences extend across a wide 
variety of areas, including the organizational 
hierarchy, the structure of the work environ- 
ment, the conduct and function of the em- 
ployees at different levels of the hierarchy, the 
performance evaluation system and related 
outcomes, as well as the social environment. 

Power distance. Table 1 indicates that large 
firms have more formal hierarchies and more 
rigid control systems than small firms. In 
addition, Kinney (1986) found that the then Big 
8 firms have more structured audit approaches 
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than non-Big 8 firms, while Dirsmith & 
McAllister (1982b) argue that mandated peer 
review, the competitive audit environment, 
which leads to considerable time pressure on 
employees, and personnel considerations, such 
as high turnover (Ouchi & Johnson, 1978), have 
forced the major accounting firms to adopt highly 
structured, mechanical approaches to auditing. 
Such structure may include close supervision 
and relatively rigid lines of authority. Finally, 
DeAngelo (1981) notes that large firms have a 
larger bond for audit services and that the cost of 
an audit failure, and the consequent loss of 
reputation, is greater for larger firms because 
they stand to lose more quasi-rents. Palmrose 
(1988) supports DeAngelo’s argument by 
demonstrating that non-Big 8 firms have higher 
litigation activity than Big 8 firms. Large firms, 
therefore, are expected to have more structured 
management control systems. 


H;: PD in large firms will be higher than PD in small firms. 


Uncertainty avoidance. Differences between 
large and small firms in UA are difficult to predict 
and no hypothesis is stated. Large firms appear to 
have greater emphasis on time pressure, greater 
employee turnover, and more rigid control 
structures. These features should give rise to 
higher levels of employee tension and stronger 
acceptance of the organization’s rules, both of 
which suggest higher levels of UA. However, 
large firms also have higher levels of turnover, 
especially at lower ranks, which suggests shorter 
expected tenures and lower levels of UA. 


Firm technology (structured/unstructured) 

Cushing & Loebbecke (1983) note that 
audit firms have adopted audit technologies 
along a structured—unstructured continuum. As 
indicated in Kinney (1986): 


Structured firms tend to (1) require the use of statistical 
sampling, (2) use structured internal control evaluations 
that culminate in a prescribed audit plan, and (3) use 
formal scoring sheets or rules for integrating audit test 
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results ... Unstructured firms, on the other hand, tend to 
use less structured guidance and leave more considera- 
tions to the judgment of the field auditor (p. 74). 


Kinney found that firms that use a structured 
approach tend to support audit procedure and 
reporting proposals by the Auditing Standards 
Board that add structured guidance, while 
unstructured firms tend to oppose such 
proposals. 

Power distance. Structured firms resemble 
the mechanistic orientation described in 
Dirsmith & McAllister (1982a) which charac- 
terizes structured firms as having highly struc- 
tured channels of communication, formalized 
decision processes, and formal authority 
structures. Consequently, structured firms 
should encourage more autocratic leadership 
and less expression of disagreement with 
supervision. 


Hz: PD in structured firms will be higher than PD in 
unstructured firms. 


Uncertainty avoidance. The formalized pro- 
cedures of structured firms should also attract 
employees who tend to rely heavily on rules in 
an effort to reduce uncertainty and tension. 
Since performance in these cultures is based 
on following well-specified, formal rules, 
employees who follow these rules should 
expect longer tenures in such firms. 


H3: UA in structured firms will be higher than UA in 
unstructured firms. 


Employee rank (staff/senior/manager) 

Several studies have already identified 
differences in the values of public accountants at 
different ranks. Aranya & Ferris (1984) found 
that managers were more committed than staff 
members to both the firms in which they were 
employed and the accounting profession in 
general. They also found that organizational— 
professional conflict was lower for managers 
than for staff members.° Adler & Aranya (1984) 


é Organizational—professional conflict refers to tension felt by a professional working in an organization due to the conflict 
between the organizational goals and professional rules of conduct. 
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discovered further that as public accountants 
reach higher levels in the organizational 
hierarchy, they have stronger levels of self- 
actualization, greater extrinsic and intrinsic job 
satisfaction, and stronger organizational and 
professional commitment. Jiambalvo & Pratt 
(1988) discuss differences in the tasks and 
responsibilities of accountants at different ranks, 
noting that public accountants at higher levels of 
the organizational hierarchy face less structured 
tasks and rely more heavily on professional 
judgment and leadership skills than public 
accountants at lower levels. 

Power distance. Dirsmith & McAllister 
(1982b) indicate that appropriate coordination 
and control is a function of the level of task 
uncertainty and interdependence. That is, as the 
tasks performed by a work unit become 
increasingly uncertain and interdependent, 
coordination and control should become 
less structured and mechanistic. Therefore, 
employees at higher ranks, who face greater 
task uncertainty and interdependence, should 
observe and prefer less autocratic and authorita- 
tive supervision, and be more inclined to 
express disagreement with their supervisors. 


Ha: PD of employees at higher ranks will be lower than 
PD of employees at lower ranks. 


Uncertainty avoidance. Differences between 
employees of different ranks in UA are difficult to 
predict and no hypothesis is stated. Lower 


ranking employees have yet to prove themselves - 


in the public accounting environment and can 
be expected to be less confident in their work 
and feel greater levels of stress. They are also 
subject to more formal controls and, therefore, 
should put greater emphasis on following 
organizational rules. These features suggest high 
levels of UA. On the other hand, most low- 
ranking employees, especially in large firms, will 
not expect long tenures with the firm due to 
well-known high turnover rates which, in turn, 
suggests low levels of UA. 


Functional area (MAS/non-MAS) 
Differences between the working environ- 
ments of MAS and non-MAS departments have 
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been documented in the accounting literature. 
Watson (1975), for example, showed that MAS 
personnel perceived greater environmental 
uncertainty than audit personnel. Ballew (1982) 
found that MAS project teams experienced 
higher amounts of task variability and lower 
amounts of job specificity than project teams 
from both audit and tax. Jiambalvo et al. (1983) 
discovered that the performance evaluation 
policies in MAS are different from those in non- 
MAS departments. In their study the subjective 
and objective weights assigned to five of eight 
evaluation categories by MAS employees were 
different than the weights assigned by non-MAS 
employees. 

Power distance. These studies indicate that 
the MAS environment is much less structured 
than that of the non-MAS departments. Bamber 
& Bylinski (1982), for example, note that “the 
audit team is characterized by a hierarchical or a 
mechanistic communication network (p. 41)”, 
while Ballew (1982) finds that, compared to 
non-MAS teams, “MAS teams have the least 
amount of bureacratic structuring in terms of 
‘hierarchy of authority’” (p. 97). Thus, MAS . 
employees should observe and prefer more 
consultative supervision and, in general, be 
more inclined to express disagreement with 
their superiors. 


Hs: PD in non-MAS departments will be higher than PD in 
MAS departments. 


Uncertainty avoidance. Compared to non- 
MAS environments, the environment of MAS 
departments is less structured, relying less 
heavily on organizational rules. Ballew (1982) 
indicates: 


MAS project teams are expected to employ the least 
routine technology [compared to audit and tax teams]... 
The “state of the art” in MAS engagements is less well 
defined and is subject to more rapid change (p. 92). 


Such environments should attract employees 
who are relatively comfortable with uncertainty, 
are not particularly inclined to feel work-related 
stress, and realize that organizational rules are 
not fixed, but often must be adapted to the 


ORGANIZATIONAL CULTURE 


675 


TABLE 2. Summary of hypotheses 


Power 
distance 
Firm size Large firms 
(small/large) higher PD 
Firm technology Structure firms 
(structured/unstructured) higher PD 
Employee rank Higher rank 
(staff/senior/mgr ) lower PD 
Functional area MAS lower PD 
(non-MAS/MAS) 


changing work environment. Note also that 
MAS departments tend to hire older, “more 
seasoned” individuals, whose experience makes 
them better prepared to react to the lack of 
structure in the task environment. Since both 
MAS and non-MAS departments face “up or out” 
promotion processes, the features discussed 
above suggest that MAS departments should 
have lower UA than non-MAS departments. 
Table 2 contains a summary of the hypotheses. 


Hg: UA in MAS departments will be lower than UA in non- 
MAS departments. 


DATA COLLECTION 


To test the hypotheses, questionnaires includ- 
ing the VSM were distributed to public 
accounting firms in Seattle, Denver, Chicago, 
South Bend, and New York City.” In each case 
the managing partner of each firm was contacted 
in advance and asked to distribute the question- 
naire (including a pre-addressed, stamped 
return envelope) to a random sample of 
professional employees below the rank 
of partner.2 The managing partner was also 
asked to ensure that all three of the firm’s 
functional areas were represented in the sample. 


Uncertainty 
avoidance 


? 


Structured firms 
higher UA 
? 


MAS lower UA 


To assure anonymity, the respondents were 
instructed not to identify themselves and to mail 
completed forms directly to the author. 

Four hundred and fifty questionnaires were 
distributed, producing 338 usable data sets, 
which represents a 75% response rate after a 
follow-up reminder. Based on Oppenheim 
(1966), non-response bias was assessed by 
comparing the responses from the question- 
naires received after the reminder (7=50) to 
those received before the reminder (7=288). 
No significant differences were found between 
the two groups with respect to either demo- 
graphic variables or the items used to measure 
the four cultural dimensions. 

To check for ordering (and possibly fatigue) 
effects, two versions of the questionnaire were 
randomly distributed within each office. In one 
version the VSM appeared first and in the other 
version the VSM was placed near the end. ¢-Tests 
comparing the responses to each item in the two 
versions revealed no meaningful differences. 

Three items were included near the end of 
each questionnaire which asked the respondent 
to evaluate the questionnaire in terms of 
relevance, clarity, and interest. The response 
distributions to these three items are included in 
Table 3. In general, the questionnaire was 
viewed as relevant, clear, and interesting. 


7 In addition to the VSM, the questionnaire collected information about the firm’s management control and performance 
evaluation system as well as the employee's preferences, attitudes, and demographics. Pilot tests showed that it could be 
completed in 15 minutes. The complete questionnaire can be obtained upon request from the authors. In addition, minor 
wording and scaling alterations were made to the VSM to make it more meaningful to a sample of public accountants. 


8 Partners were excluded because a number of the items on the questionnaire referred either to the respondent’s immediate 
supervisor or to the system used to evaluate the respondent’s performance, neither of which was considered relevant to partners. 


676 J. PRATT and P. BEAULIEU 


TABLE 3. Frequency distribution: questionnaire relevance, clarity and interest 


1 2 3 4 5 Total 

(Very much) (Very little) 
Relevance 91 198 39 3 1 332 
Clarity 89 187 49 3 4 332 


Interest 38 175 91 23 5 332 


NB: Six of the 338 respondents did not complete this section of the questionnaire. 


TABLE 4. Demographic breakdown 


Metro- 
politan Rank Department Age 
Firm N Area Staff Senior Mgr Audit Tax MAS Gen (Avg) 
Large 
PM&M 33 Seattle 
59 Chicago 
_53 New York 
145 41 56 47 100 22 16 8 25 
TR 36 Seattle 16 13 6 22 11 2 1 25 
PW 26 Seattle 8 9 8 18 5 0 26 
AY 17 Denver 5 8 4 1 15 1 0 30 
EW 16 Denver 6 10 0 12 4 0 0 23 
Total 240 76 96 65 153 57 22 9 26 
Regional 
MA 14 Seattle 5 7 2 8 =) 0 3 24 
cc 40 South Bend 16 13 11 18 8 7 7 23 
McG 13 South Bend 10 3 0 4 3 0 6 27 
Total 67 31 23 13 30 14 7 16 24 
Local 
CN 15 Seattle 3 8 4 2 9 0 4 27 
PS 8 Seattle 2 2 4 3 3 0 2 27 
Total 23 5 10 8 5 12 0 6 27 
132 Seattle 
59 New York 
53 Chicago 
53 South Bend 
34 Denver 
Total 338 114 128 91 191 83 29 32 26 


NB: Some of the totals do not reconcile due to missing data. Several questionnaires were not complete. 


Mean 
1.87 
1.90 
2.34 
Sex 
M F 
105 40 
20 15 
17 9 
7 10 
12 3 
161 77 
11 3 
32 8 
5 8 
48 19 
9 6 
5 3 
14 9 
228 107 


Table 4 contains a demographic breakdown of respondents from the regional and local firms. In 
the 338 respondents.? In the hypotheses involv- the hypotheses involving firm technology, the 
ing firm size, the cultural indexes computed large firms were divided into two categories 
across the respondents from the large firms were (structured: PM&M and TR, and unstructured: 
compared to the indexes computed across the PW) based on a classification scheme developed 


? While 338 public accountants returned the questionnaire, not all responses were used in the analysis. A few respondents 
returned incomplete questionnaires, some neglected to indicate their rank, while others neglected to indicate their 
functional area. In the hypotheses tests described later, only those respondents who provided measures of the variables 


necessary for any given test were included in that test. 


ORGANIZATIONAL CULTURE 


in Cushing & Loebbecke (1983), and the 
cultural indexes were compared between the 
categories. 

In the hypotheses involving rank and 
functional area, the independent measures were 
taken from the questionnaires. For rank, typical 
job descriptions of staff, seniors, and managers 
were provided on the questionnaire and the 
respondent was asked to choose which descrip- 
tion most accurately reflected his or her 
position. For functional area, the respondent was 
asked to allocate 100 points in a manner 
indicating the percentage of work time devoted 
to the following activities: auditing services, tax 
services, management advisory services, book- 
keeping services, general administration, and 
other. In cases where over 50 points was 
allocated to any one activity, the respondent was 
classified in that category. In cases where no 
activity received over 50 points, the respondent 
was classified as general. 


STATISTICAL TESTS AND EXPERIMENTAL 
CONTROLS 


Two interrelated issues must be recognized 
when conducting the statistical tests. First, 
individuals are members of many cultures 
simultaneously and when testing the effects of 
any one culture, the effects of the others must be 
controlled. When testing the effects of employee 
rank, for example, firm size and technology, 
functional area, gender, and age must be 
controlled.’° Second, standard tests of signific- 
ance for differences between the dimension 
scores of the hypothesized cultures were not 
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possible because there is only one index for 
each dimension for each group. This limita- 
tion precludes the use of distribution-based 
multivariate statistical methods. 

To assess statistical significance and control 
the effects of potentially confounding variables 
we use stratified randomization, a computer 
intensive statistical method described in 
Noreen (1989). The Appendix describes 
how randomization is used to assess statistical 
significance and how a stratified form of this 
method can be used to control for potentially 
confounding categorical variables. 


RESULTS 


Firm size 

In the tests involving firm size stratified 
randomization was used to assess statistical 
significance and control for rank, gender, and 
age.!! To control for functional area only the 
respondents in audit and tax (non-MAS) were 
included because small firms do not have well- 
defined MAS departments. The two cultural 
indexes, levels of significance, and number of 


TABLE 5. Cultural dimension indexes across firm size 


Power Uncertainty 
Group distance avoidance 
Large [197] 83.9 8.4 
Small [89] 59.1 26.6 

(0.006) (0.011) 


The number of respondents in each group appears in 
brackets [ ]. f 
Levels of significance resulting from stratified randomization 
tests, which control for rank, gender and age, appear in 
parentheses ( ). 


1° Hofstede (1980) notes that measures of the cultural dimensions vary across gender and age. In separate tests we found no 
differences across gender on PD or UA, but that employees over the age of 25 scored significantly lower on PD than 
employees of 25 years or younger. To test for a geographic cultural effect, we compared the firms in the eastern part of the 
United States to those west of the Mississippi river. We also compared large firms from large metropolitan areas (New York and 
Chicago) to large firms from smaller areas (Seattle and Denver). These tests revealed no significant differences on PD or UA. 


11 Employees were divided into two groups on the basis of age: <25 and >25. This division gave rise to an approximately 
even split. Also, 16 respondents were classified as administrators and were eliminated from the tests involving firm size and 
employee rank. In the test of firm size we were unable to control for technology because all the large firms in our sample have 
more structured technologies than the small firms in our sample. 
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large and small firm subjects are reported in 
Table 5. 

Both indexes are significantly different 
between large and small firms. Large firms show 
higher levels of PD (0.006) and lower levels of 
UA (0.011). The effect of firm size on PD was 
hypothesized, but the significant effect of firm 
size on UA was not. Small firms scored higher 
than large firms on UA despite their less formal 
structures. Apparently, small firms employees 
are more inclined to feel work-related stress and 
are, therefore, attracted to the increased job 
security of the smaller firms. 


Technology 

In the test involving technology stratified 
randomization was used to assess statistical 
significance and control for gender and age. 
Only the respondents from large firms in non- 
MAS departments were analyzed to control for 
size and functional area. The two cultural 
indexes, levels of significance, and number 
of structured and unstructured subjects are 
reported in Table 6. 


TABLE 6. Cultural dimension indexes across firm structure 


Power Uncertainty 
Group distance avoidance 
Structured [PM & M, TR:146] 76.6 4.1 
Unstructured [PW:22] 105.4 3.6 
(0.081) (0.972) 


The firms represented and number of respondents in each 
group appear in brackets [ ]. 

Levels of significance resulting from stratified randomization 
tests, which control for rank, gender and age, appear in 
parentheses ( ). 


This table provides weak evidence that highly 
structured firms show lower levels of PD. There 
is no difference between the structured and 
unstructured firms on UA. Both results are 
contrary to the hypotheses, which predicted 
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that highly structured firms, would exhibit 
higher levels of both PD and UA. In the case of 
PD it appears that individuals in firms with highly 
structured audit technologies tend to observe 
and prefer relatively consultative supervisors 
and more frequent disagreement. This result, 
inconsistent with H2, may be due to the fact that 
technology and management represent different 
types of control. Dirsmith & McAllister (1982b) 
note: 


All organizations exhibit three distinct levels of control: 
(1) technical, at which basic, day-to-day tasks are 
performed; (2) managerial, at which the technical level is 
coordinated and controlled ... and (3) institutional, at 
which the organization interacts with a larger social 
context ... (p. 220). 


Firms with structured technologies exhibit 
high levels of control at the technical level, but 
such structure may not necessarily imply high 
levels of managerial (hierarchical) structure, 
which is the focus of the PD measure. In fact, 
technical structure may act as a substitute for 
managerial structure, suggesting the results we 
find; high levels of technical structure are 
associated with low levels of PD. 

These results are particularly interesting 
when one considers that large firms have more 
structured technologies (Kinney, 1986) and 
show higher levels of PD than small firms. 
Perhaps large firms, despite their relatively high 
level of technical structure, also require higher 
levels of managerial structure than small firms 
because they need to coordinate a larger 
number of employees and face additional 
environmental pressures, such as legal liability, 
peer review, and excessive competition. 
Consequently, large firms show higher levels of 
both technical structure and PD. However, 
within the large-firm sample (the scope of our 
test) where all firms face the same environ- 
mental pressures, firms with high technical 


12 Concerned that the differences between large and small firms may be due to office size instead of firm size, we conducted an 
additional test that compared a regional firm with an office size of approximately 120 employees (CC on Table 4) to large firm 
offices of similar size (AY and EW in Denver). The directions of the differences on both indexes were the same as those 
reported in Table 5 and for PD the differences were significant. 
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TABLE 7. Cultural dimension indexes across employee rank 


Power Uncertainty 
Group distance avoidance 
Staff [101] 96.1 10.0 
Senior [109] 70.3 14.2 
Manager [70] 57.9 203 

(0.006) (NS) 


NB: The significance levels refer to the comparison between 
staff and managers. In the case of power distance staff are 
Significantly different from seniors, and seniors are 
significantly different from managers. 

The number of respondents in each group appears in 
brackets[ ]. 

Level of significance resulting from stratified randomization 
tests, which control for size, gender and age, appear in 
parentheses ( ). 


structure require less managerial structure and 
show lower levels of PD because technical 
structure substitutes for managerial structure. 


Rank 

In the test involving rank stratified randomiza- 
tion was used to assess statistical significance 
and control for size, gender, and age. To control 
for functional area only the respondents in audit 
and tax (non-MAS ) were included because, once 
again, small firms do not have well-defined MAS 
departments. +? The two cultural indexes, levels 
of significance, and number of staff, seniors, and 
managers are reported in Table 7. 

As hypothesized, higher ranks show lower 
levels of PD (0.006), noting that managers are 
significantly lower than seniors who, in turn, are 
significantly lower than staff. The absence of a 
significant effect for UA is consistent with the fact 
that no hypothesis was stated for this dimension. 


Functional area 
In the tests involving functional area stratified 
randomization was used to assess statistical 
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significance and control for rank, gender, and 
age." To control for firm size only 
the respondents in large firms were included 
because, as indicated earlier, small firms do not 
have well-defined MAS departments. Also, only 
the large firm respondents above the rank of staff 
in the non-MAS group were compared to the 
MAS group because staff members in the 
MAS department are not comparable in age, 
experience, or function to staff members in 
non-MAS departments. The indexes, levels of 
significance, and number of MAS and non-MAS 
subjects are reported in Table 8. 


TABLE 8. Cultural dimension indexes across functional area 


Power Uncertainty 
Group distance avoidance 
MAS [21] 39.8 ~25.2 
non-MAS [127] 71.2 10.2 

(0.050) (0.010) 


The number of respondents in each group appears in 
brackets [ }. 

Levels of significance resulting from stratified randomization 
tests, which control for rank, gender and age, appear in 
parentheses ( ). 


Note that the controls described above 
reduced the number of MAS employees in the 
Statistical test to 21. While this sample is 
relatively small, Hofstede (1980) indicates that 
20 subjects is the minimum number over which 
meaningful cultural indexes can be computed. 
Moreover, stratified randomization accounts 
for sample size in the computation of the 
significance level. 

Both cultural indexes are significantly dif- 
ferent between the MAS and non-MAS groups. 
Non-MAS departments reflect higher levels of 
both PD (0.050) and UA (0.010). These results 
are as hypothesized. 


'5No special control for technology was necessary in this test because the percentages of structured 
and unstructured firms represented across the three ranks were approximately equal. 


14 In this test employees were divided into two groups on the basis of age: <25 and >25. Also, no special control for 
technology was necessary because the percentages of structured and unstructured firms represented across the two 


functional areas were approximately equal. 
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LIMITATIONS, IMPLICATIONS, AND 
FUTURE RESEARCH 


This study provides evidence that individuals 
working in public accounting are members of 
distinct organizational cultures based on the size 
and technology of their firms, their rank in the 
organizational hierarchy, and the functional area 
in which they work. Before discussing the 
implications of these results, certain limitations 
should be recognized. First, the theory under- 
lying the hypotheses specifies that culture is 
established and maintained through the pro- 
cesses of selection and socialization. No attempt, 
however, was made to disentangle the effects of 
these two forces, either conceptually or empiri- 
cally. Second, over 40% of the entire sample 
(over 60% of the large firms) was provided by a 
single firm (PM&M). The unique characteristics 
of this particular firm, therefore, may have had a 
disproportionate effect on the results. 

Organizational culture has generated a 
massive amount of recent literature, yet its 
implications for complex organizations are 
not well understood (Meek, 1988). Some 
researchers presume that organizational culture 
can be created and manipulated in order to 
enhance organizational effectiveness, suggesting 
that unhealthy cultures can be supplanted by 
healthy cultures by changing people’s values, 
norms, and attitudes (e.g. see Turner, 1986; 
Smircich, 1983; Peters & Waterman, 1982). 
Others (e.g. see Allaire & Firsirotu, 1984) 
suggest that the emphasis should be on under- 
standing organizational culture rather than 
manipulating it, indicating that “[organizational 
culture] is not a form of social control created 
and manipulated by management, but a process 
in which management, workers, and the 
community at large participate” (Meek, 1988, 
p. 462). Meek indicates further: 


Organizational culture can be a powerful analytical tool 
in the analysis and interpretation of human action within 
complex organizations (p. 454), [but it] should be 
regarded as something that an organization “is”, not as 
something that an organization “has”: it is mot an 
independent variable, nor can it be created, discovered 
or destroyed by the whims of management (p. 470). 
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In our opinion the implications for public 
accounting should reflect the view that under- 
standing organizational culture is useful, not 
because it can be controlled and manipulated to 
produce a more effective organization, but 
because it can help accountants to better 
understand how public accounting firms both 
react to and influence the environment. How 
organizational culture reacts to the environment 
of public accounting can be illustrated by 
referring to Bamber & Bylinski (1982): 


An effective organizational structure results from a fit 
between the information processing capacity of a 
structure and the information processing requirements 
facing an organization. Environment and technology 
(task) are viewed as determining information processing 
requirements, with organization structure determining 
information processing capacity (p. 36). 


Our results support the view that public 
accounting firms adapt structure in the manage- 
ment hierarchy to fit the technology, un- 
certainty, and task interdependence in the firm’s 
environment. We found, for example, that PD 
relates to firm size and technology, employee 
rank, and functional area. That is, the values and 
practices with respect to the hierarchy of the 
culture have evolved to fit the firm’s technology 
and the tasks of employees at different ranks and 
in different functional areas. 

Organizational culture can also be viewed as 
an active force that influences the environment 
of public accounting firms. The fact that the 
measures of culture relate to firm size and 
technology, employee rank, and functional area 
suggest that cultural values and practices 
may affect the conduct and outcomes of the 
accountant’s tasks. As Saffold (1988) notes: 


The powerful, pervasive role culture plays in shaping 
organizational life lends plausibility to speculations that 
cultural factors may be linked with exceptional levels of 
organizational performance (p. 546). 


There is evidence that many of the practices 
and values related to PD and UA have been 
associated with various measures of accountant 
behavior and performance. Kinney (1986) 
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related the structure of an audit firm’s 
technology to its Accounting Standard Board 
voting pattern. Bamber & Snowball (1988) have 
demonstrated that audit structure and task 
uncertainty interact to affect the accountant’s 
choices of certain control and coordination 
mechanisms. Pratt et al. (1991), Peirson et al. 
(1989), and Moizer & Pratt (1988) show 
that values of public accountants in the US., 
Australia, and U.K., respectively, can be pre- 
dictably related to measures of effort and 
performance. 

Organizational culture may also be useful in 
explaining why certain accounting firms have 
chosen to “spin off’ their MAS services (e.g. 
Andersen Consulting). We found, for example, 
that MAS and non-MAS departments represent 
two relatively distinct cultures. Coordinating 
and controlling such diverse cultures may be 
difficult within a single organization which, in 
turn, could lead to such a “spin off’. 

In addition, organizational culture may help to 
explain why some firms have chosen to 
merge while others have not. The finding 
that organizational culture differs across firms 
suggests that culture could be a factor in 
explaining merger activity. For example, Arthur 
Young and Ernst & Whinney, who successfully 
merged, had similar technological structures 
(a la Cushing & Loebbecke, 1983), while Arthur 
Andersen and Price Waterhouse, whose merger 
attempt failed, did not. In a recent Wall Street 
Journal article (7 July 1989), a senior partner of 
Coopers & Lybrand questioned whether “merg- 
ing different cultures will produce the 
cohesiveness needed to serve international 
clients”. In that same article Main Hurdman’s 
former director of marketing responded to his 
firm’s merger with Peat Marwick by noting, “the 
cultures of Main Hurdman and Peat in the USS. 
and overseas are so different that there are 
bound to be a lot of hard feelings on both sides”. 

There are two methodological contributions 
of this research. First, the results indicate that 
Hofstede’s dimensions and measures of PD 
and UA, which were originally developed for 
application at the national level, are relevant and 
operational at the organizational level, at least in 
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the context of U.S. public accounting firms. This 
finding is consistent with Soeters & Schreuder 
(1988) who found that UA was useful in 
differentiating Dutch accountants working in 
Dutch firms from Dutch accountants working in 
US. firms. 

The second contribution is the application of 
the Noreen (1989) stratified randomization 
technique to assess statistical significance and 
control for potentially confounding variables. 
Authors of previous studies using Hofstede’s 
dimensions have had to rely on less direct 
tests and controls (e.g. choosing “functionally 
equivalent” samples). In these studies it is 
sometimes difficult to determine whether the 
observed differences are due to the hypothe- 
sized variables, chance, or uncontrollable 
factors. An additional advantage of randomi- 
zation is that, unlike parametric and non- 
parametric tests, the randomization technique 
imposes no assumptions on the distributional 
properties of the underlying data. 

Future research can take several directions. 
The relative importance of national, profes- 
sional, and organizational culture as well as the 
relative roles of selection and socialization 
can be examined in the context of public 
accounting. In a study of the effect of nationality 
on organizational culture in public accounting 
firms, Soeters & Schreuder (1988) found 
that the cultural characteristics of Dutch 
accountants working in U.S. firms differed from 
those of Dutch accountants working in Dutch 
firms, providing weak evidence that selection 
has the more significant influence. 

The question of coordinating a public account- 
ing firm that is made up of a wide variety of 
differing cultures could also be examined. Some 
researchers (e.g. see Gregory, 1983; Louis, 
1985) suggest that a diverse set of subcultures 
can give rise to organizational control problems 
that may be mitigated by a strong centralized 
value system. Research in this area may help to 
identify conditions under which it is appropriate 
to “spin off’ a culturally distinct organizational 
sub-unit. 

Developing a set of cultural measures 
that applies specifically to public accounting 
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organizations and then relating these measures 
to firm characteristics and accountant behaviors 
may also be useful. Hofstede et al. (1990) 
identified a set of six “organizational culture” 
factors, comprised primarily of practices as 
perceived by members, that explained a 
significant portion of the variance across 20 
organizational sub-units. While these factors 
were related to task variety as well as to structure 
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Pratt et al. (1991), Peirson et al. (1989), 


and control-system characteristics, professional organizational culture. 
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APPENDIX: RANDOMIZATION 


Note the indexes reported in Table 5 and the magnitudes of the differences between large and small firms, For example, 
the PD index for large and small firms is 83.9 and 59.1, respectively. The difference between these two indexes is 24.8 
(83.9 — 59.1) and it serves as the test statistic in the randomization test. 

Under randomization the significance of the test statistic is determined by shuffling the respondents’ records randomly 
between the large and small groups many times (e.g. 1000). New indexes for the randomly determined large and small 
groups are computed after each shuffle, giving rise to a distribution of randomly determined differences containing 1000 
observations. The magnitude of the test statistic is then compared to the distribution to determine the percentage of times 
the test statistic is less than or equal to the randomly determined differences. This percentage represents the level of 
significance. 

Assume, for example, that the 24.8 test statistic computed above was less than the randomly determined differences in 
only 50 of the 1000 shuffles. There would be only a 5% (50/1000) probability, therefore, that the test statistic was due 
to chance. 

Under stratified randomization the same procedure is followed except that the addition of a control variable constrains 
the range over which a particular respondent’s record can be shuffled. To control for gender, for example, males are 
shuffied only with other males and females are shuffled only with other females. Additional control variables serve to 
further constrain the shuffle within the experimental cells defined by the control variables. To control for gender and 
rank simultaneously, for example, male staff members are shuffled only with other male staff members, female staff members 
are shuffled only with other female staff members, male seniors are shuffied only with other male seniors, and so on. This 
process can be used to control for any number of categorical variables with the addition of each variable serving to further 
limit the range over which a given respondent's record can be shuffled. As noted in Noreen (1989, p. 30): 


This method of controlling for nuisance categorical explanatory variables by stratified shuffling effectively controls for 
any relationship that might exist between the dependent variable and the nuisance categorical variable. 
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ACCOUNTING NUMBERS AS “INSCRIPTION”: ACTION AT A DISTANCE 
AND THE DEVELOPMENT OF ACCOUNTING* 


-KEITH ROBSON 
School of Management, University of Manchester Institute of Science and Technology 


Abstract 


The numerical form of accounting has been interpreted as a use of metaphor (Morgan, Accounting, 
Organizations and Society, pp. 477-486, 1988). The dominance of quantification in accounting has also, 
more conventionally, been legitimated by claims to the representational accuracy of numbers and a model of 
scientific theory and practice (Mattessich, Accounting and Analytical Methods, Irwin, 1962; Chambers, 
Accounting Evaluation and Economic Bebaviour, Prentice-Hall, 1966; Accounting, Organizations and 
Society, pp. 167—180, 1980). In this paper the preference for quantification in accounting is explained 
alternatively in terms of the development of inscriptions that enable action at a distance (Latour, Science in , 
Action, Open University Press, 1987). The development of accounting is considered in terms of a continuing 
refinement of mobile, stable and combinable inscriptions that expedite long distance control. The paper 
concludes that studies of accounting metaphor are incomplete if they cannot address the processes that 


adjudicate the choices and production of metaphor. 


During the past two decades a body of research 
has attempted to place the development of 
accounting in its social context (Burchell et al., 
1980, 1985; Cooper & Sherer, 1984; Hopwood, 
1978, 1987; Hoskin & Macve, 1986, 1988; Loft, 
1986; Tinker et al., 1982). This paper shares the 
broad concern of these studies, that account- 
ing’s roles and effects are not predetermined or 


contained as an essence of the practice, but. 


assume a variety of contingent forms within 
specific settings. 

One effect of this research has been to re- 
examine the processes through which account- 
ing has assumed its modern forms. The study of 
accounting change has revealed the multiplicity 
of influences that has operated upon account- 
ing practices, and the range of rationales and 
socio-political contexts that have altered the 
practices, techniques and effects of accounting 


(Burchell et al., 1980, 1985; Hopwood, 1987; 
Miller, 1991; Miller & O’Leary, 1987). 

The focus of this paper is more theoretical; to 
propose that the study of accounting develop- 
ments attends to the nature and role of inscrip- 
tions (Latour, 1987, 1988a). The term inscription 
refers to the material and graphical representa- 
tions that constitute the accounting report: 
writing, numbers, lists, tables. Through the 
account of the role of inscriptions the paper will 
also provide some insight into the use of what 
Morgan (1988) has termed the dominant 
metaphor of accounting: the number. At present 
we understand little of the reasons for the choice 
of this metaphor, or, indeed, metaphorical 
choices in general. This study will argue that the 
quantitative orientation of accounting (and 
other knowledges that rely upon numerical and 
statistical techniques) can be understood in 


* This paper was first presented at the Workshop on Accounting in its Organizational and Social Contexts, E.1.A.8.M. Brussels, 
6-8 December, 1989. Thanks are due to Brian Bloomfield, David Cooper, Mahmoud Ezzamel, Anthony Hopwood, Peter 
Miller, Tony Tinker, Hugh Willmott, participants at the Brussels Workshop and the anonymous reviewers for their helpful 


comments upon earlier drafts of this paper. 
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relation to the utilisation of inscriptions that 
assist in enabling action at a distance, rather 
than attributing any general epistemological 
privilege to quantification. In brief, the paper 
suggests that use of numerical metaphor in 
accounting practice is related to the problem of 
achieving long-distance control. More generally, 
the paper raises the question of the processes 
that inform metaphorical choices; an issue that 
has been largely ignored by the “metaphor 
school” (Davis et al, 1982; Morgan, 1986, 
1988). 


KNOWLEDGE AND QUANTIFICATION 


Quantification has, in certain disciplines, 
assumed the role of a sine gua non of systematic 
inquiry and knowledge development (Glassner 
& Moreno, 1989; McCloskey, 1986, chapter 
12). One has only to consider the terms of the 
distinction often drawn between the bard 
knowledge of scientific and social scientific 
disciplines and the soft disciplines, that rely 
upon qualitative statements, to appreciate an 
apparent underlying judgement with respect to 
“rigour”, “accuracy” and such like. Accounting, 
both in research and practice, has given a central 
place to the use of quantities as the dominant 
mode of “information”.? The problems of quan- 
titative “measurement” have occupied many of 
the debates within accounting theory (Mattessich, 
1962; Parker et al., 1984; Whittington, 1983).° 

The eminent position accorded to quantifica- 
tion, in the pursuit of knowledge, is not peculiar 
to accounting. A variety of academic disciplines 
has developed whose foundations and practices 
are inseparable from statistical methods and 
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techniques (Porter, 1986, p. 1). And the 
privileged role attributed to quantification in 
theory development and testing has been 
supported by particular theories of knowledge. 
For example, certain Classical theories of 
scientific knowledge have tended to support 
the idea that numbers provide “precision”, 
“rigour” and “objectivity” beyond our percep- 
tion (Duncan,1982). Plato, for example, in The 
Republic wrote that: 


number is the subject of the whole art of calculation and 
of the science of number ... the properties of number 
appear to have the power of leading us towards reality 
(1941, p. 236). 


Residues of this Platonic ideal seem still to attach 
to theories of measurement (Glassner & Moreno, 
1989, p. 2; Alonso & Starr, 1984). Accounting 
theory and practice could be interpreted as 
holding to the view that the world is “written in 
numbers” (Keat & Urry, 1975, p. 244; cf. 
Chambers, 1966). 

Classical theories are not alone in seeming to 
attribute advantage to the use of quantitative 
methods. Thinkers of the Enlightenment can 
also be perceived as radical exponents of 
quantification. Condorcet is associated with 
promoting the concept of “social mathematics” 
as the means to rational calculation in societal 
planning and the attainment of progress (Baker, 
1975). As Glassner & Moreno (1989, pp. 4—6) 
note, the very notion of social progress was 
intertwined with “advances” in the social and 
natural sciences. Techniques of quantification 
did not simply “measure” progress, rather the 
increased usage of mathematics was the very 
“sign” of progress. 

Quantification has been central to the attempts 


1 A well-known symbol of this dominance is the paraphrase of Lord Kelvin’s dictum inscribed on the Social Science Building 


of the University of Chicago (McCloskey, 1986). 


? For example Moonitz specified “Quantification” as the first Postulate of accounting (Moonitz, 1961). 


3 The primacy of numerical measurement has been assumed even if it is sometimes unclear why measurement and 
quantification are so central to accounting’s functionality. Mattessich writes: “Why has quantification become the -—~ 
sometimes secret and occasionally unattainable — goal of every science?” (1962, p. 82). The question is then left unanswered 
in the pursuit of an axiomatic theory of accounting measurement. 
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of many of the social or human sciences to 
acquire the status of science, frequently in 
connection with reformist politics and soci- 
ology (Benton, 1977; Hacking, 1990a; Kruger et 
al, 1990; Porter, 1986). Early statistics were 
collected in the name of the needs of “states- 
men” to know the facts of their population and 
territory; often in a context where growth of the 
population was seen as constitutive of the nation’s 
wealth (Buck, 1977, 1982; Duncan, 1982; 
Lazarsfeld, 1961; Porter, 1986; Westergaard, 
1932). Recent researches have begun to detail 
how the gathering of statistics has reflected 
cultural and political concerns (Hacking, 1981, 
1990b). Varying accounts of who counted what 
and why have begun to emerge. For example, 
Kruger (1990) has noted the specific emphasis 
accorded to the counting of criminals in France, 
paupers in Britain and foreigners in Germany. 
The application of statistical techniques to the 
quantitative data collected has been put into the 
service of state institutions, to whose definition 
and growth it has contributed (Miller, 1986a, 
1990). The compilation of mortality tables by 
the “Political Arithmeticians” made possible the 
development of insurantial technologies by 
municipal and state authorities, as well as pro- 
viding a mechanism for state funding (Hacking, 
1975a; Daston, 1990). Fiscal problems were 
often the stimulus for census-taking, political 
arithmetic and accounting records (Alonso, 
1984; Penndorf, 1930). 

Statistics and the “social” have connected in 
other ways. The work of Quetelet augured the 
search for social laws of a probabilistic nature. 
The apparent constancy of averages of physical 
characteristics, rates of crime and marriage pro- 


687 


vided Quetelet with a justification for examining 
social data through the construct of normal dist- 
ribution. The period 1820-50, which Hacking 
describes as the era of the “avalanche of printed 
numbers”, gave rise to social and political 
concern with human “normalcy” (considered in 
both physical and moral terms, see Porter, 1986, 
pp. 53-55) as depicted through statistical 
averages (Hacking, 1990b). In a path of develop- 
ment that continues through the work of, for 
example, Buckle, Durkheim, Le Play, and the 
Eugenicists (Galton, Spearman, Pearson, Fisher), 


from the time of Quetelet . . . social facts simply became 
facts that are statistical in nature (Hacking, 1981, p. 16; cf. 
Kevles, 1986; MacKenzie, 1981).4 


Statistics has come to be the tool of the social 
reformer par excellence (Foucault, 1979; 
Hacking, 1981; Latour, 1987). 

Researchers within accounting have accepted 
that quantification is the hallmark of “science” 
(Chambers, 1966, 1980; Mattessich, 1962; 
Sterling, 1970; cf. Chua, 1986; Hines, 1988; Lyas, 
1984), under whose banner accounting is 
assumed to march. More recent developments 
within accounting research also illustrate this: 
for example, the “Positive Accounting“ of Watts 
and Zimmerman, whilst not directly related 
to Comtean Positivism, Logical Positivism, 
Friedman’s Positivism or anyone’s positivism 
(Christenson, 1982; Hines, 1988; Whitley, 
1988) claims to follow the path of science 
(Watts & Zimmerman, 1986, pp. 2—14).5 Watts 
and Zimmerman clearly appeal to theories of 
science (as positive knowledge) and the “scien- 
tific method” to justify their methodology 


í It is important to recognise the centrality of numeracy to the possibility of probabilistic argument. Originally the idea of 
arguments being probabilistic was tantamount to saying that there are areas of ignorance that prevent completion of the 
argument. As Hacking (1975a, 1983b, 1990b) charts so well this position is gradually transformed into the idea that the world 
may be governed by chance and that explanations may “by nature” be probabilistic. This latter view reinforces the apparent 


centrality of statistics to social and physical explanation. 


° An interesting variation upon this theme is the note towards a scientific Positive Theory of the organisation outlined by 
Jensen (1983). On the one hand Jensen laments that many of his suggestions for building such a theory will involve qualitative 
data: “By its nature much of this institutional evidence cannot be summarized by measures using real numbers (Jensen, 1983, 
p. 332, emphasis added). On the other hand Jensen is also keen to berate his colleagues in “Positive Accounting” and “Theory 
of the Firm” type research for overemphasising the role of mathematics in their studies (1983, pp. 333-334). 
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(1986, pp. 13—14). For example, they define 
the objective of theory as explanation and 
prediction. They then embellish this role by 
adding: 


The preceding view of theory, explicitly or implicitly, 
underlies most empirical studies in economics. It is also 
the view of theory in science (e.g. Poincare, 1905; 
Popper, 1959; Hempel, 1965). (Watts & Zimmerman, 
1986, p. 14.) 


The quantitative—qualitative distinction 

One response to the apparent dominance of 
quantifying knowledges can be to articulate 
other theories of scientific knowledge that 
challenge claims to truth and theory neutral 
observation; to suggest that the presump- 
tions underlying the link between science and 
numeracy are simplistic or contradictory (e.g. 
Feyerabend, 1977; Hacking, 1983a; Kuhn, 1969; 
Rorty, 1979). The Duhem—Quine thesis, for 
example, argues that experimental results are 
underdetermined by “nature”. More perti- 
nently, one can point out that the distinction 
between the quantitative and the qualitative 
ignores the interrelationship between the two 
(Frege, 1981, pp. 56-81; Glassner & Moreno, 
1989). To show this one can follow the process 
of quantifying. 

To put this argument briefly, the quantity that 
is expressed by a number is a quantity of 
something — and that something is a quality.” 
The quality is disclosed or rather constructed 
through the operation of the concepts of a prior 
knowledge (Frege, 1981). There is no counting 
without concepts (Alonso, 1984, p. 14). Once 
the prior body of knowledge has defined the 
“object(s)” of quantification, the numbers then 
come to stand for the conceptual entities. 

Thus in the act of quantifying, to count “cars” 
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is dependent upon some prior knowledge and 
classification constitutive of the concept “car”. 
The content of a number statement, that is, a 
sentence which assigns a definite number to a set 
of objects, is an assertion about a concept rather 
than an object. What the number is really 
assigned to is a concept (Walker, 1965, p. 181). 
Therefore if, for example, I state “I have nine 
cars”, this can firstly be restated as “the number 
of my cars is nine” (the number of my cars = 
the number nine). In this form the cars now 
fall under the concepts “car” and “has nine 
instances”, both of which are concepts in 
identity with themselves.® Presented in this way 
we can understand how numbers seem to have 
the ability to reduce ambiguity. That my cars 
may be of different make, engine capacity, 
colour, top speed, etc., and indeed that no cars 
are ever the same, is actively suppressed by the 
process of quantification. Quantities express an 
identity between the concept counted and the 
number (of instances). Once particular con- 
cepts or properties of objects or relations have 
been defined and then counted, differing or 
distinguishing attributes are no longer visible; 
they are said then to exist only “qualitatively”. 
The number can stand for the objects. At other 
stages particular qualities may become quanti- 
ties, and a series of subsets may be created. But 
otherwise they have no visibility in the system 
of mathematical relations. The objects consti- 
tuted as concepts, numbered and subject, in this 
example, to aggregation are not merely “similar” 
by being counted; they are identical within the 
signifiers of mathematics in which they are now 
located. 

The apparent reduction of ambiguities, by the 
translation of qualities into quantities, is one 
of the main appeals of quantification. And yet 


é In brief this thesis suggests that any scientific experiment is never sufficient to prove or disprove its tested hypothesis, as 
any test is inevitably accompanied by many untested auxiliary assumptions, any of which may be modified to recover an 


apparent falsification (cf. Keat & Urry, 1975). 


7 Following strictly Frege’s concepts, zero is also a number signifying the absence of a quantity: zero is a quantity of nothing. 


8 The concept in identity with itself is a second-order concept corresponding to each of the natural numbers. Zero is a 


concept not in identity with itself. 
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this apparent reduction of ambiguities pre- 
supposes a common understanding or sense of 
the concepts that are quantified.” Furthermore, 
this understanding appears to be independent of 
any specific context of use (Harper, 1988; 
Livingstone, 1985). There remains, however, no 
epistemological privilege to quantification in 
that the requirement to detail qualities is an 
essential prior to the act of quantifying. Further- 
more, the suppression of qualitative difference 
by quantification suggests further limitations to 
the power of quantification in the construction 
of knowledge, and indeed indicates that the act 
of quantifying is open to ambiguity. 

While quantification undoubtedly occupies a 
substantial role in many intellectual disciplines, 
and in the discourse and practice of accounting, 
there remains uncertainty in our understanding 
of why this is so. Theories of scientific know- 
ledge have historically accorded a privileged 
role to the employment of quantitative tech- 
niques, and to that extent can be said to 
legitimate present practices. Such an explana- 
tion ignores more recent theories of scientific 
knowledge and endeavour that challenge our 
capacity to unambiguously represent the world 
(Derrida, 1976, 1982; Gilbert & Mulkay, 1984; 
Hacking, 1983a; Rorty, 1991, pp. 151-161, 
1979, 1982) and, consequently, accord no 
special privilege to quantification in accounting 
(Power, 1986, pp. 387—388). Furthermore, the 
idea that quantities constitute a separate process 
of knowing, or more strongly that quantification 
has a separate ontological status, contradicts 
what is ordinarily involved in the process of 
“quantifying”. 

If quantifying is in a relation of interdepen- 
dence with “qualifying”, then what issues might 
be at stake in the operation and status of those 
numerate knowledges and techniques that 
comprise accounting? In the remainder of this 
paper I wish to advance another set of argu- 
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ments, distinct from the claims that quantifica- 
tion is epistemologically privileged, in an 
attempt to understand the roles of quantification 
and of accounting, arguments based upon 
Latour’s examinations of the development of 
scientific knowledge (Latour, 1987, 1988b). 
These arguments are premised upon examining 
numbers and quantification as a form of “writ- 
ing”, or rather the inscriptions used as the 
“material” bases for the development of know- 
ledges. Inscriptions refer to the various tech- 
niques of “marking” an object or event that is to 
be known — writing, recording, drawing, 
tabulating. “Knowledge” in this formulation is an 
outcome of the practical procedures of inscrip- 
tion, of the technologies for inscribing the 
world.!° As an initial justification for this view it 
is arguably the case that most of our knowledge 
does not come to us directly from our own 
experience of the world: books, newspapers, 
etc., all supply our “information” (Goody, 1987, 
p. 163). 

The following section advances the argument 
that the nature of inscriptions, and the know- 
ledge thereby derived, is conditioned by the 
problem of action at a distance. By elaborating 
Latour’s account of how one can act at a distance 
(Latour, 1986, 1987, 19882) it is contended that 
the prominence of quantitative practices such as 
accounting is connected to the qualities of 
inscriptions that expedite long-distance control 
(Law, 1986). 


ACTION AT A DISTANCE 


To develop this argument further the follow- 
ing diagram, taken from Latour (1988a), will 
organise the discussion. In this diagram know- 
ledge and explanation are seen to comprise of a 
relation between two lists; the lists of elements 


> Frege assumed this is not a problem, that concepts are “public” and “objective” in accordance with his programme ol 
(number-)realism. In common with more contextual views of language, we now accept this és a problem (Culler, 1981). 


10 McLuhan’s dictum “the medium is the message” expresses something of this idea. 


690 


to be explained and the other, a list of elements 
providing the explanation: 


A B 
List of elements List of elements 


to provide the to be explained 
explanation 
x x! 








Fig. 1. The politics of explanation. 


If each element in B is matched by an element in 
A then it is conventionally assumed that no 
explanation has been given. Conversely, the 
most powerful explanation would occur when 
all elements of B can be related to a single 
element of A. Such an explanation would be 
deductive if, in addition, certain elements of B 
not yet known could be deduced from the one 
element of A. With such a strong explanation by 
holding the element of A (x) it is as if you hold all 
the elements in B (x’, y’, z'...).This would 
imply that all the elements of a particular 
context can be deduced from only a few or even 
one element. As Latour indicates, the “holding 
of” a deductive explanation can be connected to 
the exercise of power: 


The corollary of this “holding of’ several elements by 
one, is a general feeling of strength, economy, and 
aesthetic satisfaction: the one element may “replace”, 
“represent”, “stand for” all the others, which are in effect 
made secondary, deducible, subservient or negligible 
(Latour, 1988a, p. 158). 


Less strong explanations are generally termed 
correlative (or inductive), in which it is 
recognised there are certain frequent or “signifi- 
cant” relations amongst the elements of B. 
Explanation in List A consists of a more or less 
constant relation amongst the elements of B. 
Most of the features of any remote setting can be 
correlated with a few elements. The opposite 
extreme of explanatory power is usually termed 
“description”; essentially the elements in B are 
simply reproduced and, perhaps, rearranged 
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in A. The explanation has the character of a 
story. 

A powerful criticism: of these conventional 
categories of explanation in science has argued 
that the explanation of the elements of B by the 
elements of A involves the use of language, 
which has to operate with the absence of its 
signifieds. The proposition, derived from studies 
in the philosophy of language (Culler, 1981; 
Hacking, 1975b), is that the relationship be- 
tween the signifier in language and the signified 
is arbitrary: words do not have the essence of 
their objects contained within them (cf. Gilbert 
& Mulkay, 1984; Rorty, 1979). Rather than 
assume that language is a “window” to the 
world, it is argued that we have no access to 
reality other than through structures of repre- 
sentation such as speech and writing, structures 
which have their own categories, codes and con- 
sequences (Culler, 1981; Rorty, 1982; Woolgar, 
1988). 

The argument of this paper accepts that the 
terms and concepts of explanation do not 
unambiguously “correspond” to the rea!. Never- 
theless, language does attempt to represent 
some thing or things located within the real and, 
indeed, impacts upon them. There exist rela- 
tions that are conventions defined in practices 
between language and its objects. In this paper 
the term translation has been preferred in order 
to preserve the notion of relations that are 
essentially constructions between the inscrip- 
tion and the events, objects and activities to 
which it refers (Callon, 1980, p. 211, 1986). 
Such a statement is not a contradiction of the 
above argument. As Rorty has stated, rejecting 
representationalist arguments does not imply 
that our language is “out of touch with reality” 
(1991, p. 5); language is obviously useful for 
coping with and acting upon our environment, 
but that observation does not need to be 
explained by notions of correspondence or 
representation. It is the question of impacting, 
intervening or acting upon the world that I wish 
to examine here as a condition for the develop- 
ment of (accounting) knowledge or practice. 

Correspondence as an ideal of these con- 
ventional forms of explanation, however, 


ACCOUNTING NUMBERS AS “INSCRIPTION” 


suggests a problem that such knowledges 
attempt to confront. A lack of “correspondence” 
between the forms of explanation “here” and the 
objects to which they refer “out there” is only a 
problem for those who wish to act at a distance 
(Latour, 1987, pp. 219 et seg.). Problems of 
correspondence between representations and 
their referents do not arise, at least to the same 
extent, if one is located in the context one 
wishes to act upon. Nor is the “strength” of the 
account of importance if one is remote from the 
context and indifferent to it. This is not to 
suggest that individuals act upon their imme- 
diate contexts without any reference to repre- 
sentations of that setting. Acting whilst located 
within a specific context one wishes to in- 
fluence, however, is not entirely mediated by 
decontextualised representations. This action is 
not therefore entirely dependent upon such 
representations. Furthermore, there is a store of 
knowledge that is tacit and can be drawn upon 
by actors in their interactions in situations of co- 
presence, but which it is much more difficult to 
utilise whilst acting at a distance (Giddens, 
1984, pp. 64—68; MacIntyre, 1984, p. 102). The 
more remote, however, the actor is from the 
setting he or she wishes to act upon, the more 
translations or forms of the setting (“informa- 
tion”) need to be mobilised in order to 
overcome the problem of distance. The term 
translation here usefully suggests the role of 
distance: translation signals the notion of 
movement or displacement from one context to 
another. Therefore, for the present purpose, 
distance provides the basis for a distinction 
between knowledge and practice: 


practice is whatever people do in the setting to be acted 
upon; knowledge whatever is mobilised to act upon the 
setting (Latour, 1988a, p. 160). 


In this formulation, therefore, the problem of 
truth-correspondence is supplanted by that of 
action. The conditions for strong explanation 
become not truth but power to act. Hence the 
preference for “strong” explanations: these 
provide the most powerful explanations through 
which to act upon all relevant contexts. Ideally, 
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to hold the one element in A it is possible to 
know, or make subservient, the elements of any 
or all contexts B, C, D, ..., etc. In this way the 
problem of distance is confronted not only 
between two contexts at any one time, but by 
holding the elements in A one can act upon 
many contexts at once. Action at a distance 
implies not merely physical space between two 
points, but the capacity, through “strong” 
explanations, to influence many contexts at the 
same time. 

If knowledge is oriented towards acting upon 
a remote setting, then it is produced and 
sustained not by “true” correspondence but by 
its power in securing long-distance control, 
through the provision and maintenance of 
networks for the gathering, transmission and 
assimilation of inscriptions. Inscriptions trans- 
late the elements of the context. To borrow 
Foucault’s phrase, explanations are adjudicated 
by their “power effects” (Foucault, 1980, p. 
127). Knowledge may be considered power/ 
knowledge (Foucault, 1979; cf. Latour, 1986, 
p. 15). 

While distance in this formulation is the 
fundamental problem for action and control, it is 
also a source of “power” that those who act upon 
a setting through power/knowledge are dis- 
tanced from that setting. Inscriptions provide a 
means of distancing oneself from the actions that 
they enable. 

Given the crucial role that inscriptions 
assume in the development of knowledges 
promoting action at a distance, in the next 
section I want to specify, albeit tentatively, some 
of the features that favour the particular 
inscriptions upon which such, ideally “strong”, 
knowledges rest; inscriptions that have to move 
between the context of action and the actor who 
wishes to influence that context. The qualities 
outlined will be related to processes of account- 
ing’s development. 


THE QUALITIES OF INSCRIPTIONS: 
STABLE AND COMBINABLE MOBILES 


An inscription is a material translation of any 
setting that is to be acted upon. Inscriptions have 
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to travel between the context of action and the 
actor remote from that context (Goody, 1977, 
1986, 1987). Given the general impossibility 
already noted of making an absent context trans- 
parently present by representation (Hacking, 
1983a), what is at stake, therefore, in the forms 
of inscription that will be favoured for the 
purposes of action at a distance? Following 
Latour (1987, pp. 219—232), it is argued there 
are three major and interrelated qualities that 
allow forms of inscription to assist action at a 
distance. The first quality follows directly from 
the problem of distance and the concept of 
translation, and it is that inscriptions must be 
mobile. s 


Mobility 

Inscriptions are required to move from the 
setting to the actor and back. Therefore, a form 
of mobility is assumed. In this section I will 
initially consider instances in the development 
of written records, before examining the rela- 
tionship between the emergence of mobile 
inscriptions and the development of accounting 
practices. 

Early episodes from the growth and develop- 
ment of writing and record-keeping, the earliest 
“accounting”, illustrate stages in the gradual 
refinement of mobile inscriptions. An early 
precursor to the invention of cuneiform writing, 
the clay token, was developed by the Sumerians 
(Schmandt-Besserat, 1977, 1983, 1984). Clay 
tokens exhibited a variety of shapes and sizes 
according to their specific meaning, illustrating 
their role in concrete counting: 


each token stood for an economic unit of a specific good 
— that is, an explicit quantity ofa particular product such 
as, for instance, a measure òf grain, a pot of beer, a jar of 
oil, or a fleece of wool (Schmandt-Besserat, 1983, p. 117, 
1984). $ 


The appearance and use of such tokens from the 
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ninth millennium B.C. accompanied the period 
of surplus agricultural production, following 
shifts towards the cultivation of cereals (Goody, 
1987, p. 24). Surplus produce could be traded 
with other producers of craft goods or domestic 
livestock. The beginnings of manufacture from 
the end of the fifth millennium influenced the 
increase of trade, with the exchange of pottery 
and products of early bronze metallurgy. As 
a consequence clay tokens became more 
complex, 


particularly the graphic component of them, deep 
grooves being made with the end of a stylus (Goody, 
1987, p. 26). 


As trade expanded tokens began to be 
contained within an envelope, in the shape of a 
hollow clay ball, upon which the seals of specific 
individuals were marked (Goody, 1987, p. 27). 
The purpose seems to have been to allow 
individual transactions to be separated in the 
archive, and even to serve as a form of bill of 
lading: a producer, via an agent, could send 
goods to the city merchant or temple with the 
envelope, which, holding the tokens, marked the 
type and quantity of merchandise. This form of 
“money/counting” emerged out of the problem 
of distance in exchange relationships. +! As more 
complex patterns of trade emerged, non-barter 
exchange created a temporal and spatial distance 
between sales and purchases, a disjuncture that 
the proto-money attempted to overcome.!? 

Tokens and hollow envelopes, however, were 
subsequently replaced by the clay tablet show- 
ing two-dimensional pictorial representations of 
the tokens, created either by impressing the 
token onto the tablet or inscribing the shape 
with a stylus. The requirement to move quanti- 
ties of tokens was gradually succeeded by the 
transformation of the envelope to the more 
mobile writing tablet (Goody, 1986, 1987; 


11 Money has clearly taken many different forms, from the relatively “concrete” (e.g. cows, grain) to the “ideal” (e.g. cowrie 
shells). It is clear also that the development of money can be theorised in terms of “inscriptions”, quantification and “action at 


a distance”, 


12 I am grateful to an anonymous referee for assisting in the clarification of this point. 
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Schmandt-Besserat, 1983, 1984). The writing 
tablet in turn altered its inscriptions from simple 
sign shapes or pictograms towards more abstract 
representations, separating the symbols for 
object and quantity (a condition for the 
development of both mathematics and money) 
and leading to pictographic and phonetic 
writing (Woolly, 1963). 

One of the major appeals of writing is that it 
can be performed upon two-dimensional pieces 
of paper which are easily mobilised and easily 
dominated. This mobility has allowed literacy 
and numeracy to have profound effects upon the 
enhancement of “visibility”; 


The presence of documents enables one to lay side by 
side different accounts emanating from different times 
and different places, and so perceive contradictions 
which in the oral mode would be virtually impossible to 
spot (Goody, 1987, p. 220).'3 


Writing provides the opportunity to inspect and 
re-inspect the inscribed elements by being “out- 
of-time”, unlike the receipt of oral information: it 
is mobile in a temporal sense also;'4 


[The written word is fixed: verba volant, scripta 
manent. The written.word exists independently. of the 
writing writer and the reading reader, all or any part ofa 
written text is available in any sequence to anyone with 
access to it; its arrangement is spatial lending itself to 
organization in terms of symbols extraneous to its 
content, such as the alphabet or numbers (Bauml, 1980, 
p. 248; cf. Stock, 1983; Marrou, 1956). 
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The enhancement of collective memory that 
writing enables is reflected in the basic role early 
writing tablets and parchments fulfilled as 
“memoranda” of objects, transactions and 
allowances (de Ste. Croix, 1956; Keister, 1963). 
The earliest known documents of the inventors 
of cuneiform writing, the Sumerians, are lists of 
possessions (Jones, 1956, p. 17).!> By providing 
a visible memory Goody argues that the 
development of inscriptions enables the “organ- 
ization”.° Writing emerges not only with the 
growth of urban communities but can also be 
seen as a condition of that growth. Thus with the 
development of more complex tokens, c 3350 
B.C., emerged the large urban centre of Uruk: 


changes. in the token system can be related to the 
increased bureaucracy made necessary, in particular, by 
the collection of taxes essential to the functioning of a 
state. The brilliant civilization of Uruk. . . relied during its 
first 200 years on a data processing system based solely 
on tokens, prior to the invention of [cuneiform] writing 
...& 3150 B.C. (Schmandt-Besserat, 1983, p. 118). 


Numerical calculation, similarly, is strongly 
dependent upon the presence of modes of 
inscription. Indefinite successive addition is 
quite easily accomplished without inscriptions, 
but only the simplest multiplication (strongly 
dependent upon rote learning of tables) can be 
achieved without some system of “writing”. 
The history of accounting has demonstrated 
the importance of mobility in the dissemination 


13 Goody is presuming that the use of writing follows a visual rather than an oral mode. The shift from one mode to the other 
has been an important and drawn-out process in the history and effectivity of reading and writing. Saenger has shown how the 
utility of writing was conditioned by the oral tradition of dictating texts and oral reading (to others or self-dictation) inherited 
from the Ancients (1982, p. 370). Only with the emergence of silent reading, from the seventh century A.D. but not 
significantly until the eleventh to thirteenth century, is the potential of reading and writing for enhancing “visibility”, 
reference and reflection properly realised (Saenger, 1982, pp. 376-379). f 


14 Although beyond the main purpose of this paper it is suggested that most of the arguments surrounding reason and logic 
are dependent upon writing. For example, Goody suggests that the formalisation of arguments such as the modus tollens (if A 
then B; but not B, therefore not A) are strongly related to the presence of writing (1987, p. 72). Ong (1977, p. 47) has also 
related the development of writing and print to the proliferation of the “noetic economy”. 


13 The use of writing in ancient Mesopotamia was probably dominated by the taxation and trading activities of the temples. 
Documents show lists of goods received and traded as well as lists of expenditures. There is also evidence of the existence of 
copies of documents (Jone, 1956, p. 21). 


16 Mann (1986, p. 43) also notes the limits placed upon organisation by the absence of writing. 
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of its own techniques and practices. Double- 
entry bookkeeping spread rapidly in the after- 
math of the invention of the printing press. 
Pacioli’s apparent (and perhaps exaggerated) 
status as the author of the first treatise on double- 
entry bookkeeping (de Roover, 1955; Braudel, 
1985, p. 574), owes much to the mobility his 
text received from the possibility of mass 
printing methods (Thompson, 1991), although 
Eisenstein is cautious not to overstate the 
connection: 


» 


The “slow spredd of scientific bookkeeping” before the 
sixteenth century and its more rapid spread afterwards is 
probably related to the shift from script to print 
(Eisenstein, 1979, p. 382).'7 


In contrast to the view of Sombart that 
accounting, or more specifically double-entry 
bookkeeping, was an essential condition for the 
development of capitalism, recent research into 
the history of accounting has questioned this 
connection (Braudel, 1985; Hoskin & Macve, 
1986). Studies of accounting developments in 
Renaissance Italy have concluded accounting 
had a limited role in terms ofits contribution to a 
concept of economic rationalism, whilst also 
noting more closely the specific transformations 
influencing the development of accounting. For 
example, de Roover argues that for most 
purposes economic transactions were easily 
accomplishable through verbal exchanges. On 
the other hand, the use of accounting records, 
and of associated written instruments such as 
Bills of Exchange, was only an inescapable 
necessity when dealing with foreign trade, i.e. 
when confronting the problem of distance (de 
Roover, 1944), and employing agents in the 
execution of economic ventures (Goldsmith, 
1987).'§ De Roover pinpointed “agency” as one 
of the major conditions for the progress of 
accounting during this period (1974, p. 120). 
The development of partnerships for the pur- 
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poses of specific foreign trade ventures was both 
promoted and disciplined by the use of account- 
ing inscriptions as evidence in the event of legal 
dispute or probate (de Roover, 1956). 

The development of integrated double-entry 
systems was not solely attached to long distance 
mercantile practices. The rise of major Italian 
banks with branches in other major commercial 
centres, such as Bruges, Amsterdam and London, 
in turn created opportunities for fraud. For 
example, de Roover notes: 


It is likely that the introduction of double entry in to the 
Genoese finance administration dates back to 1327 
when, because of numerous frauds, the system of 
bookkeeping was completely overhauled and orders 
were issued to keep accounts ad modum banchi (de 
Roover, 1974, p. 138). 


The use of interlocking accounts for internal 
transactions, with, for example, debits recorded 
in one branch being matched by credits for the 
same transaction at another, depended also 
upon the mobility of accounting records so that 
cross checking was possible and any frauds 
could be quickly investigated. Furthermore, 
while European languages may vary, the ability 
to cross-check individual accounting entries, or 
accounts totals, was reinforced by the emergent 
international mobility of the written number: 
“1” is “1” in Italian, French, German and English, 
unlike “uno”, “un”, “ein” or “one” (Goody, 
1977). 

The mobility of accounting reports remains 
strongly attached to the use of “writing”. 
Company accounts inscribe productive pro- 
cesses, labour, transactions, machines, buildings, 
cash flows, and loans, dispersed spatially and 
temporally but given a form by the text. 
Shareholder, financial analyst, employee, credi- 
tor, tax inspector or consumer can assess 
activities he or she cannot otherwise see, and 
act in turn upon the “organisation” which has 
been rendered visible through accounting 


17 Tt was also significant that Pacioli wrote his treatise in the vernacular. 


18 The Balance Sheet was also used for the purposes of taxation in Florence between 1427 and 1458. The catasto, a form of 
property and income tax, led to the development of the Zibro segreto, a secret book of accounts. 
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calculation, by selling or buying shares, voting 
the directors out, formulating wage claims, 
asking the courts to “wind up” the company, 
constructing tax demands, or switching to 
alternative products (Burchell et al., 1980). Few 
activities of this type are practicably accomplish- 
able by personal inspection of the organisa- 
tion, notwithstanding the “audit” of company 
accounts. Mobility, however, is only one quality 
that is desired of inscriptions; a second property 
amenable to “action at a distance” is that of 
stability, 


Stability 

By stability of form I mean that inscriptions 
must be recognisable to their users. Stability 
implies the stability of relation between the 
inscription and the context to which it refers. At 
a basic level inscriptions should be able to resist 
decay or corruption: a point illustrated by Latour 
(1987, pp. 215-220) in a discussion of the 
voyage of Lapérouse, the French explorer and 
cartographer. In 1787 Lapérouse, captain of 
L’Astrolabe, came ashore upon a landmass 
known as Sakhalin with the objective of deter- 
mining whether it was an island or attached to 
the Asian subcontinent: the evidence of existing 
maps was contradictory. Two inhabitants of the 
island seemed to understand the explorer’s 
concern and upon the sand drew a sketch of the 
land as seen from above, indicating that there 
was a strait between Sakhalin and China. Both 
the scale of the map was uncertain and the tide 
would soon have washed it away (ie. the 
inscription had poor mobility and stability), so 
another, younger, native re-drew in Lapérouse’s 
notebook the map, indicating by marks a scale of 
“days of travel in a canoe”. The notebooks were 
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subsequently returned by land to Versaille: 
where they assisted the determination of com 
mercial routes for French shipping in the Pacific 
Lapérouse’s expedition did not return. 

At a more general level stability refers to the 
rules or rather conventions that relate a mobile 
inscription to its context. Thus, in cartography 
there are rules and conventions followed in the 
production of a map: specification of scale, o! 
projection, and of perspective that allows suck 
maps to be recognisable in relation to the arez 
they depict. A Mercator map is recognisable fos 
certain details of its projection, and all maps 
indicate the approximate scale óf measurement 

Similarly, in writing we follow certain conven. 
tions of grammar, spelling (derived in Englisk 
from a combination of 26 letters) and spatia! 
distribution (writing from left to right and dowr 
the page). Conventions are also followed in the 
presentation of numerical inscriptions: eack 
column is related to a base of ten that increase: 
from right to left; there are nine symbols foi 
quantity and one for zero making up all number: 
(which are widely recognised); +, —, X, +, = 
indicate mathematical operations or relations. Ir 
mathematics a graph of the relation betweer 
two variables is presented with the vertical linc 
as the y-axis and the horizontal as the x-axis." 

In the same way, the capacity of accountings 
inscriptions to enhance mechanisms of long 
distance control is contingent upon thei 
stability of form. As Hoskin & Macve (1986, p 
111) detail, the development of new, spatial way: 
of writing provided important preconditions fo: 
the emergence of more complex mercantil 
accounts. They emphasise the development anc 
use of alphabetical order as a means of arranginy 
texts, as well as the development of othe: 


‘9 It has already been noted that the creation of identity amongst entities that are otherwise different is a condition of thei 
subsequent arithmetical manipulation. There is, however, another principle at stake that follows from the use of horizonta 
equivalences. The reduction of numerical relations to algebraic formulae, i.e. variable numbers, produces inscriptions whic} 
exhibit the principle of “reversibility”. By this I mean that formulae allow arbitrary transformations that can be carried out t 
both sides of the equation without upsetting the equality. This in itelf is an operation particular to written numerical notatio) 
not possible in the oral mode. To use Goody’s example (1977, p. 123), in speech one can achieve a notion of equivalence b: 
the use of the verb “to be”. So, for example, John the Baptist said “God is Love” (God = Love). But the sense of this statement i 
not reversible in speech: “Love is God” has a different meaning. Numerical equations create stable, reversible relations ant 
allow transformations and combinations not easily achievable in ordinary speech. 
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conventions for the coding and indexing of 
written texts and records. In addition: 


the development of a new visually oriented layout for 
book and page, involving rubrics, paragraph marks, 
different letter sizes, lists of chapters and running 
headlines and formal cross-references ... (Hoskin & 
Macve, 1986,.p. 111). 


all contributed a new stability to the process of 
writing, and enhanced the ability of texts to re- 
cord, reference and retrieve information. The 
development of new ways of writing so as to 
assist the visual, utility of texts, illustrates the 
importance of the practices of the reading and 
writing of inscriptions, in the development of 
accounting records. In contrast, the character of 
Roman accounting as, typically, a “rambling 
narrative” (Chatfield, 1974, p. 11) reflected the 
oral tradition of reading and writing, and the 
absence of word separation (Saenger, 1982, pp. 
370-371 ).7° 

Current usage of Arabic (originally Hindu) 
numbers exemplifies the movement towards 
stable (and combinable; see below) inscriptions. 
Performance of complex mathematical trans- 
formations was assisted by the introduction of 
zero, following the spread of the Arabic system 
of numerals into Europe through Moorish Spain 
(Boyer, 1985; de St Croix, 1956). The concept of 
a sign for zero provided notable theological 
difficulties for the Church in the thirteenth 
century. The idea of a sign for zero, for nothing, 
or rather that something could be nothing, was 
seemingly contradictory and, in a Classical 
sense, could be viewed as a “God denying 
madness” (Rotman, 1987, pp. 57—72; a point 
which emphasises the importance of moral and 
ethical discourses and forms of knowledge, not 
necessarily connected to mathematics, in con- 
ditioning the nature, roles and development of 
quantifying knowledges; cf. Kruger, 1990). 
Nevertheless, the theological objections were 


K. ROBSON 


gradually put aside as the appearance of zero 
greatly assisted merchants calculations by intro- 
ducing the concept of place-value. 

The Roman system of numerals had an 
arbitrary and heterogeneous structure of “bases”. 
Computing the sum LXI (61) plus III (3) is 
manageable without writing, but the point is 
that the adjacent columnar ordering of these 
number-symbols is arbitrary because of the 
operation of inconsistent bases. The use of 
Arabic numerals assists calculation of complex 
sums by allowing columns of numbers to be 
ordered by their decimal relation. A sign for zero 
supplies a written symbol for what would 
otherwise be an empty space (and is, therefore, 
also mobile). For example, in Arabic numerals 
excluding the use of zero would make: 


11,1 1,1 1 


indicate eleven, one hundred and one, and one 
thousand and one. 


But the scheme has an obvious defect . . . an empty space 
is not transportable: unlike the other numerals it cannot 
be reproduced, written independently of its syntactical 
presentation within particular numerals ... (Rotman, 
1987, p. 59, emphasis added). 


In brief, use of a space, rather than zero, in 
presenting Arabic numerals presents a major 
problem of ambiguity in the interpretation of 
numerical writing. As such, double-entry presen- 
tation of accounts was made both feasible and 
useful by the introduction of zero, by facilitat- 
ing concise (particularly for large numbers), 
columnar ordering of numbers, and subsequent 
calculation, and allowing writing and counting 
to be performed at the same time. Introduction 
of zero and the Arabic numerical system 
facilitated the move towards a more stable and 
transportable form of written calculation — 
calculations that merchants were to take up with 
the spread of double-entry bookkeeping.”' 


20 At a more fundamental level the power of accounting inscriptions is contingent upon not only the stability of the 
inscriptions in terms of readability, etc., but also upon the development of a literate culture as, for example, during the 


Renaissance (Baumi, 1980). 


21 The use of Arabic numerals was inhibited for a time by its exclusion from the recording of quantities in legal documents. It 
was argued, for example, by the City Council of Florence in 1299 that Arabic numerals were too easily falsified (e.g. a 0 could 
be changed toa 6 or 9) and their use was made illegal (Menninger, 1969, pp. 426-427). The abacus also delayed the spread of 


arabic numerals for aggregation (Parker, 1989, pp. 114-115). 
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The present-day power of accounting records 
rests significantly upon accountants construct- 
ing accounts in a stable form, a form that resists 
corruption and is recognisable to those who 
wish to act upon the organisation.. Although 
accounting practitioners and academics (Baxter, 
1980; Hein, 1978; Parker, 1984) have often 
claimed accounting activities involve expert 
judgements that resist formal codification, it has 
been a notable feature of the history of 
accounting regulation that a propensity towards 
standardisation, normalisation and harmonisa- 
tion has emerged (Bromwich & Hopwood, 
1983; Hopwood, 1990a; Hopwood et al., 1988; 
Zeff, 1972). Through regulatory agencies such 
as the Accounting Standards Board (formerly 
Accounting Standards Committee), Financial 
Accounting Standards Board, European Com- 
munity, International Accounting Standards 
Committee, Organisation for Economic Co- 
operation and Development and United Nations, 
the process of stabilising the formal structure 
and content of accounting statements continues 
to increase (Hopwood et al., 1988).?? Profit and 
loss accounts and balance sheets may show 
some national, and even intranational, variation 
in ordering, terminology and precise rules of 
calculation.and content, but, even putting to one 
side the international usage of Arabic numbers, 
most financial statements within the western 
economies share: many common features of 
layout and substance, and are probably recog- 
nisable to most users. It is important to the 
fulfilment of the accounting role that there be 
this stability (“comparability”) in the construc- 
tion of accounting statements. 

Stability of accounting reports is never entirely 
unproblematic for preparers or users. For 
example, the stability of accounting inscriptions 
is complicated by the particular features of 
the “metrology” in which the numbers are 
embedded. Academic accountants have long 
challenged the stability of (historical) account- 
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ing numbers in the presence of inflation (cf. 
Tweedie & Whittington, 1984; Whittington, 
1983). Inflation apparently corrupts the stability 
of accounting numbers by separating the 
money sign from the underlying signified value 
(Thompson, 1987). Nevertheless, a variety of 
transformations of inflation distorted accounts is 
seemingly at hand in order to recover their 
apparent stability (Parker et al, 1984; Scapens, 
1977; Whittington, 1983), although such trans- 
formations are always subject to - potential 
dispute (Tweedie & Whittington, 1984).?3 

Once, however, in the position of securing 
inscriptions that are ‘stable and. mobile, the 
receiver may then find himself or herself flooded 
by the inscriptions that travel from the locations 
he or she wishes to influence. Action at a 
distance is generally facilitated by inscriptions 
that have the property: of combinability. 
Combinability ` 

Combinability allows the actor to accumulate 
inscriptions, aggregate them, tabulate them, 
recombine them in order to establish new 
relationships, and calculate “norms” through 
which to compare the settings to be influenced 
in accordance with his or her specific objectives, 
aims or ideals. 

Inscriptions can take many. forms, as the 
examples of the previous sections have indi- 
cated. The map, for example, has the potential to 
facilitate action at a distance, and display 
properties of mobility and stability that, it is 
argued, are central to the use of quantitative 
inscriptions in accounting. Accounting, how- 
ever, has a key advantage in respect to the third 
of the properties of inscriptions amenable to the 
achievement of action at a distance. Although 
numbers are both mobile and stable, combin- 
ability is the most obvious triumph of the 


_numerical inscription. 


As the previous discussion of Frege indicated, 
particular qualities can be translated to a 


22 Such formalisation of accounting statements is frequently regarded as an anathema by accounting theorists (cf. Baxter, 
1980; Benston, 1969) to the specifics of accurately “representing” different types of industrial and economic organisation. 


23 Accountants and economists dispute the precise nature of such transformations (cf. Whittington, 1983). 
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number and then combined as concepts in 
identity with themselves. Such qualities are 
knowledge dependent: they are conditional 
upon the concepts ofa prior body of knowledge. 
It is commonly assumed that we can only count 
“meaningfully” those things sharing some com- 
mon essence. In economics one is taught at an 
early stage that we need a common (real) value 
for measurement of objects. Thus we cannot add 
apples and oranges “meaningfully”. But this 
ignores the power.of numbers qua numbers. We 
can add apples and oranges and call the result 
fruit (Cohen, 1982).74 Similarly, by the use of 
ratios, equations and functions such disparate 
concepts and entities as, for example, time, 
voltage, money, acreage, or population can be 
combined and analysed to establish new rela- 
tions. Rather than assert that there is some 
consistent “essence” denying the addition of 
things that are different, we can acknowledge 
that numbers can be implicated in the creation 
of new categories of “object” or “entity” that 
arise from the “play” of mathematical transfor- 
mations. Numbers seemingly break loose from 
the originary-counting subject and enable re- 
assembly, transformation and aggregation to 
“reveal” new relations amongst their symbols, 
and form new categories that invite definition. 
Hacking has expressed this phenomenon suc- 
cinctly in observing that: 


counting is bungry for categories. Many of the 
categories we now use to describe people are by- 
products of the needs of enumeration (1982, p. 280, 
emphasis added).?° 
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Accounting statements assert the charac 
istic of combinable inscriptions. Whilst thi 
conditional upon the use of numbers we 
also appreciate the process of translai 
through which this combinability is achie 
Accounts that number the details of tr 
actions, manufacturing plants, materials, de 
shares, productive equipment, labour, etc., 
not discriminating the differences betw 
these entities, they are asserting that they Ł 
identical qualities, in this case a concep! 
economic cost or value. Furthermore, tl 
qualities can be combined and thus reduce 

The development of money as a general 
means of exchange and phenomenal mea: 
of “value” is intertwined with the developn 
of numeration and accounting. The worl 
Schmandt-Besserat (1977, 1983, 1984) 
demonstrated the strong linkages between 
origins of abstract (ac)counting, writing 
money. 

Many historians of mathematics have hy 
thesised the existence of three stages in 
evolution of counting: one-to-one corres{ 
dence, concrete counting and abstract coun 
(Schmandt-Besserat, 1984, p. 49). The mu 
ment from stages two to three, concrete 
abstract counting is particularly suggestiv: 
the simultaneity of the origins of accoun 
and money in ancient Mesopotamia. 

Concrete counting refers to the fusing of 
concepts of number and object. Thus, 
example, the shape and markings of the 
token in Sumer (see above) specified a partic 
quantity of a certain object. Number w 


24 This example also illustrates properties of combinability in language. 


25 For example, one of the most celebrated constructions developed by Quetelet, /’bomme moyen (“average man”), w 
artefact of the process of averaging. In Quetelet’s terms, the average man took on two dimensions; physical and moral. 
construction of the average moral man, however, did not relate to any measurements of individual attributes. L'ho: 
moyen moral was the label Quetelet gave to the arbitrary outcome of aggregating the numbers of criminal and courag 
acts throughout a society and dividing it by the population. In this way: “a set of discrete acts by distinct individuals 
transformed into a continuous magnitude, the penchant, which was an attribute of the average man” (Porter, 1986, p. 
Quetelet, however, was able to rationalise the calculation of “average moral man”: “[ Quetelet] found it appealing to distri 
responsibility for crime over the whole community. To speak of the tendency to crime within a given age class was 1 
compatible with Quetelet’s reformist impulse and his sociological aims than to discuss crime in terms of the wicked act 
specifiable group of malignant persons” (Porter, 1986, p. 54). In this way Quetelet’s average moral man was not sim 
statistical artefact, but was given meaning by Quetelet’s reformist ideals. 
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would simultaneously identify an object, in the 
same way that in English the word “twins” 
identifies two offspring born of one mother at 
the same time. The shift from concrete to 
abstract counting probably took many centuries 
but Schmandt-Besserat (1984) suggests that this 
process occurs when specific number-and- 
object words pass from a concrete reading to a 
secondary abstract meaning. This appears to 
have taken place in Mesopotamia when marks on 
clay tablets meaning “units of grain” could in 
other contexts be read as abstract numbers. The 
mark for a “quantity of grain” could if juxtaposed 
with, for example, the mark for “jar” be taken asa 
quantity of “jars of oil” (Schmandt-Besserat, 
1984, pp. 55-58; Goody, 1986, pp. 53-55). The 
context of these developments indicates the 
role of material inscriptions in making possible, 
rather than merely reflecting, particular cogni- 
tive developments (Latour, 1987), such as the 
concept “number”: 


The choice of metrological units of grain for a more 
general use appears logical ... because grain was the 
commodity most widely exchanged in the ancient 
Middle East. It played the role of currency and must have 
been therefore the most familiar accounting system ... 
Thus it appears that the cone and the sphere which 
probably represented the most basic quantities of grain 
handled in the daily life ultimately led to the develop- 
ment of numerals standing for 1 and 6 in the Sumerian 
numerical system (Schmandt-Besserat, 1984, pp. 57-58, 
emphasis added). 


Money thus allowed the relative value of two 
commodities to be expressed in terms of a third 
general quantity. Simmel (1978, p. 150) notes: 


The institution of money depends upon [the representa- 
tion of] pure quantity in a numerical form, regardless of 
all the specific qualities of a valued object. 


In this way the development of money, and of 
accounting as the “writing of money”, exemplify 
the importance of the quantity, in enabling the 
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combination of things that are different; and it 
is also probable that early accounting and money 
provided active conditions for the development 
of abstract numbers.”° In this way another part 
of the explanation as to why accounting employs 
the numerical metaphor is not the seemingly 
obvious view that accounting records monetary 
amounts and money consists of numerical 
values, but rather that money, numbers and 
accounting are interrelated and, perhaps, 
inseparable in their origins: all emerged in the 
context of controlling goods, stocks and trans- 
actions in the temple economy of Mesopotamia. 
The combinability of “things that are differ- 
ent” facilitated by accounting numbers is a 
crucial condition for the translation (or trans- 
formation) of accounting profit or loss. Rather 
than simply view the inscriptions within one 
company’s accounting statements, financial 
analysts and investment fund managers summar- 
ise and aggregate such statements by combining 
them with others, thus creating 4 new tier of 
inscriptions that can stand for and replace the 
previous inscriptions. The power of quantifica- 
tion exists in the ability to calculate means and 
distributions that can serve as the standards and 
norms for benchmark comparisons and as a 
regulatory principle for subsequent perform- 
ance. Much of this has to do with the manage- 
ability of company statements. The techniques 
of financial analysis are predominantly concerned 
with the reduction of the company accounts 
into a few elements (Horrigan, 1968, p. 294). 
The use of financial ratios combines and scales 
the elements of the organisation deemed impor- 
tant, and allows comparison with others. Finan- 
cial and investment analysts, for example, 
combine and compare company financial data 
with the “averages” and “variance distributions” 
for similar organisations or industrial sectors, as 
well as compute past and project future financial 
trends for the company. Quantification enables 
calculation by allowing the past to be recalled 


26 In another example taken from ancient Russia, Simmel (1978, p. 150) details the shift from the concrete to the abstract: 
“Originally, marten furs served as a means of exchange. As trade developed, the size and quality of individual furs lost all 
significance for their exchange value; each pelt simply equalled any other, and only the number of pelts mattered. Eventually 
only the tips of the pelts were used as money, and finally pieces of leather, probably stamped by the government, circulated as 


a means of exchange” (emphasis added). 
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and compared to the present, and the future to 
be projected. The use of Earnings per Share and 
Price Earnings ratios provides external analysts 
with further tiers of inscriptions through which 
to monitor and control at a distance organisa- 
tional actors that are made visible through the 
accounts. : i 

Those seeking to exercise control within the 
organisation have to face a similar problem of 
distance. Recent histories of standard costing 
have emphasised its emergence in the context of 
disciplining and controlling groups of workers 
and specialised tasks within large industrial 
organisations (Edwards, 1979; Loft, 1986; Miller 
& O'Leary, 1987). In this context the “advan- 
tages”, or rather power-effects, of accounting 
systems also become apparent. Accounting 
records provide a.regular form of surveillance 
(Loft, 1986). As the actions of the worker are 
inscribed in costing and production records a 
basis for constructing productive norms and 
trends, and work targets is created. Not only is 
this form of control continuous, it is also 
impersonal, proceeding in the absence of face- 
to-face contact with supervisors and manage- 
ment. By gathering accounting numbers and 
collating them into divisional, regional or 
organisational measures, or averaging account- 
ing measures into standards of.input or output 
per employee to which each employee’s per- 
formance can be referred and evaluated, the 
accounts create a visibility, bases for calculation 
and thence an opportunity for acting upon 
individuals and productive processes through 
the medium of accounting measures and targets 
(Hopwood, 1990b), 

Budgets provide a mechanism for defining 
activities, asserting priorities, creating 4 com- 
mon (financial) and combinable structure of 
“representation”, and acting as a norm of 
employee performance and self-appraisal (Loft, 
1986; Miller & O'Leary, 1987; Robson & 
Cooper, 1989). The continuous surveillance 
created by the accounts has the potential to 
create auto-regulatory effects; the individualis- 
ing power of accounting inscriptions are such 
that one can be subject to control not only from 
“without”, but the inscriptions that measure and 
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survey the individual have also the potential for 
creating an internal form of control. Accounting 
inscriptions serve to construct and discipline 
the individual in what it is he or she knows about 
him or her self. As such accounting acts as a form 
of internal discipline in conditioning and inform- 
ing the “self” and his or her priorities and actions 
(Knights & Vurdubakis, 1988; Robson & Cooper, 
1989). Accounting power crosses with account- 
ing knowledge, as individuals reflexively moni- 
tor and act upon the world in accordance with 
the norms and standards they accept as neutral 
and true (Miller & O’Leary, 1987; cf. Foucault, 
1979, 1982). 

Other actors re-order and aggregate the 
inscriptions provided by company accounts. 
Tax inspectors recalculate the tax payable and 
compare with the company’s past tax payments 
and those of similar organisations. Company 
accounts can be aggregated into industry, 
regional, national or even global measures of 
periodic, industrial performance; correlated 
with population growth, money supply, infla- 
tion, net investment, interest rates, balance of 
payments, and such like. The combinability of 
company accounts provides the possibility that 
new relations amongst the wealth of inscriptions 
collected from afar can be established to inform 
new motives for acting at a distance. 


ACCOUNTING NUMBERS AS 
“INSCRIPTION”: IMPLICATIONS AND 
CONCLUSION 


Accounting history and the study of account- 
ing in its social context have received increased 
attention from researchers in and outside of 
accounting in the last decade, and the arguments 
of this paper are supportive of that literature. 
The purpose of the present paper has been to 
emphasise the relevance and importance of 
inscriptions to the development of accounting, 
and in so doing to inform an understanding 
of the significance of the number to account- 
ing practices. This final section will draw out 
three main implications of this analysis. 
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The first implication follows from the argu- 
ment that the roles of accounting numbers are 
improperly understood as neutral “representa- 
tion”. In this paper knowledge and representa- 
tion (or reference) are conceived in terms of the 
problematic of distance. The importance of the 
concept of representation is that it suggests 
the problem that knowledges attempt to con- 
front. Representation or reference “here” to 
what is present “out there” is a problem for 
those who wish to act at a distance. When the 
actor is situated in the context he or she wishes 
to influence, then decontextualised representa- 
tions assume much less significance. 

With the problem of distance there is, 
therefore, the issue of the media through which 
it is possible to influence contexts or situations 
remote from the actor. By contrasting this 
problem with the more conventional models of 
explanation (descriptive, correlative and deduc- 
tive), Latour (1988a) suggests that “strong” or 
deductive explanations offer the greatest poten- 
tial for acting not only upon one remote setting, 
but many others at the same time. Strong or 
deductive explanations constitute powerful 
explanations in relation to the problem of how 
to act at a distance. To achieve such strong 
explanations it is necessary to move or translate 
elements from each setting so as to construct 
powerful explanations via the inscription. 

From this follows a second implication 
concerning the nature or qualities of the 
inscription, Inscriptions are the form of the 
setting that have to travel from each context to 
the actor who is remote from that context. An 
inscription has to make the journey, it has to 
stand the journey and it has to be in a form 
(information) such that it can be assimilated 
with the inscriptions from other settings. Mobil- 
ity, stability and combinability provide three 
related conditions for the effectiveness of 
“strong” or powerful explanations and it is the 
relevance and centrality of these qualities that 
the paper argues is illustrated by an analysis of 
the emergence of accounting techniques, and 
the development of numeracy. 

Thirdly, in certain respects Latour’s argument 
is a general one. However, through the analysis 
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of accounting developments presented in this 
paper it is suggested that accounting provides a 
form of knowledge that may have a greater 
potential for “power” or action at a distance than 
many others. Accounting inscriptions now 
display a strong mixture of mobile, stable and 
combinable qualities. Accouriting numbers are 
mobile and command widespread recognition 
in the context of company accounts. In par- 
ticular, the emphasis upon what Morgan terms 
the “metaphor” of the number greatly enhances 
the combinability of accounting inscriptions. By 
translating all the elements of remote organisa- 
tions (buildings, productive processes, stock, 
etc.) into quantities through the construct of 
money value, accounting inscriptions facilitate 
the building of what are conventionally termed 
powerful “explanations”. No matter how many 
items are included in company accounts, now or 
in the future, those wishing to act upon the 
company can always combine (reduce, and thus 
make more mobile) the accounting inscriptions 
into new inscriptions. Such nth-order inscrip- 
tions can then stand for or replace the previous 
n—1th-order inscriptions, just as they stood for 
or replaced the elements of the organisation. 
Bringing together and making the same, render- 
ing equivalent, things that were previously 
different allow actors to make calculation in 
accordance with their desires to act upon 
remote contexts. 

The quantities of accounting inscriptions by 
no means entirely secure the legitimacy of 
accounting as a measure of “value”, as the debate 
on the stability of accounting statements in infla- 
tionary conditions has illustrated (Whittington, 
1983). Others may challenge the translations 
that accounting records have accomplished, and 
the networks between the actor and the 
contexts he or she may wish to influence may 
be broken. Much depends upon the legitimacy 
of accounting numbers, and quantification in 
general; although often suspect philosophies of 
knowledge and the rhetoric of accounting 
objectivity (Arrington, 1987) seem to secure 
this legitimacy. 

Furthermore, the development of accounting 
has many interdependencies and interrelations 


702 


with developments in writing, abstract counting 
and money. The history of numeration is closely 
bound up with the history of early accounting. 
In the example of early Mesopotamian clay 
tokens there emerges a complex interrelation- 
ship between the ‘roles of these inscriptions as 
early writings, accounting records and rudi- 
mentary money forms (Goody, 1977, 1986, 
1987; Schmandt-Besserat, 1977, 1983, 1984). 
Accounting inscriptions have attained signifi- 
cance as “power/knowledge” by being the major 
form of the “writing of money”. As procedures 
of writing and quantification/numeracy have 
gradually refined, so the potential of accounting 
to respond to the problem of long-distance 
control has increased. 

For other contextual and historical studies a 
different form of explanation for understanding 
the roles and development of accounting is 
suggested — “following the inscriptions”: their 
translations (how and where they originate, 
where they. go to, how they get there, their 
refinements: and modifications in terms of 
mobility; stability and combinability), the equiv- 

_ alences forged with other entities and inscrip- 
tions, the actions they (try to) enable and the 
cognitive skills (learning) they have assisted 
(Latour, 1988, pp. 162—163; Schmandt-Besserat, 
1983, p. 120). 

For example, the U.K. government has on 
several occasions made use of accounting 
techniques as a means of instilling new forms of 
organisational structure and purpose, of acting 
at a distance (Miller & Rose, 1990). Current 
events in the organisation and management of 
the National Health Service (NHS) illustrate this. 
The NHS has been subject to a programme of 
restructuring through the introduction of new 
forms of budgetary and resource allocation 
systems (Pinch et al, 1989; Preston et al, 
1992). By installing different, “private” methods 
of costing, and redefining organisational bound- 
aries and objectives, accounting has served as 
both “medium” and “message” for the govern- 
ment programme of “efficiency” and “value for 
money” (Rea & Cooper, 1990). As part of this 
process of refabricating the organisation and its 
aims, accounting techniques, such as budgeting, 
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are being drawn upon to build networks of 
accounting inscriptions between government 
agencies (Treasury, Department of Health), 
regional authorities, hospitals, consultants and 
General Practitioners in order to visualise the 
NHS in new ways, to facilitate calculations 
according to the purposes of governmental 
agencies and to enable them to act upon such 
“elements” within the NHS in the name of 
efficiency: 


As calls are being made for organizations to be changed in 
the name of the vocabulary of economic efficiency and 
rationality, calls will also be made for the extension of 
modes of economic calculation to objectify and opera- 
tionalise the abstract concepts in the name of which 
change is occurring (Hopwood, 1990a, p. 21). 


Although a central aim of this paper has been to 
raise the problematic of long-distance control 
and the development of accounting inscriptions 
it should be emphasised that the effects created 
by the use of accounting inscriptions as a 
medium of control may not be the ones 
intended. As Giddens’s work has helped to 
clarify, unintended consequences are frequently 
more significant than intended ones (Giddens, 
1984, pp. 293-297). For example, McGaw 
(1987) has documented the consequences of 
cost accounts, utilised by owners of early 
nineteenth-century Berkshire paper mills, that 
ignored the costs of capitalisation. The charac- 
teristics of their accounting systems help ex- 
plain why many mill owners invested heavily in 
labour-saving machinery, even though both 
labour and capital were scarce at this time. 


as economic historians have argued, raising the capital to 
purchase machine should have been harder than 
contemporaries acknowledged. Yet on the eve of 
mechanization, high profits and limited capital account- 
ing combined to minimize mill owners’ sense of their 
high rates of reinvestment and rapid capital accumula- 
tion. Simultaneously, full records of work and wages 
made any reduction in labor costs highly visible. Viewed 
through these lenses, mechanization looked easy 
(McGaw, 1987, p. 54, emphasis added). 


By creating what can be seen, so accounting 
conditions, as well as enables, action. 
Finally, by way of a conclusion I want to draw 
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comparison between what has been proposed 
in this paper; examining the processes through 
which accounting operates as a numerical 
inscription device for long distance control, and 
recent suggestions for understanding account- 
ing as a form of rhetoric (Arrington, 1987; Davis 
et al, 1982; Klamer & McCloskey, 1989; 
Morgan, 1988). 

Accounting in this paper has been examined 
as a form of “writing”; more particularly as one 
mechanism through which action at a distance is 
made possible, by the employment of numerical 
inscriptions. Such a perspective was contrasted 
with “correspondence” theories: accounting 
represents or can represent the world neutrally 
and accurately (Solomons, 1978, 1991). Dev- 
elopments in the philosophy of language have 
engendered a recognition of the effects of the 
mediation of language among accounting re- 
searchers. This has led some researchers to a 
critique of accounting by showing it to be a form 
of rhetoric. Accounting is revealed by them to be 
reliant upon literary moves that are without 
foundation in the “real”. 

It is not disputed that accounting operates 
through rhetoric. In examining accounting’s 
discourse of numeracy it is clear that this has 
relied upon a rhetoric of science and the 
legitimating claims of contestable theories of 
(“positive”) scientific knowledge, theories that 
seem to suggest there is greater representational 
and explanatory precision to be achieved 
through quantification (Jensen, 1983; Watts & 
Zimmerman, 1986; cf. Arrington & Francis, 
1989). Furthermore, Aho (1985) has shown, in 
illuminating detail, how the acceptance of 
double-entry bookkeeping (and by implication 
mercantile and money-lending practices) de- 
pended in part upon demonstrating, through the 
correct procedures of rhetoric, the relations 
between the system of double-entry bookkeep- 
ing and a theological vision of the harmony and 
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symmetry of the universe — “the music of the 
spheres” (Eisenstein, 1979, p. 548; Thompson, 
1991). The promotion of the rhetorical defence 
of bookkeeping by a monk assisted in legitimat- 
ing the practices of usury, otherwise open to the 
charge of avarice. 

But demonstration of the rhétofical or literary 
moves upon which accounting rests may be 
incomplete. The point here is that recognition of 
metaphorical usage in accounting does not, in 
itself, provide much insight into the rationales 
for metaphorical choices. For example, Morgan 
(1988) takes the dominance of accounting’s 
“metaphor of the number” as a starting point for 
the description of alternative metaphors (e.g. 
organic ) that accounting could, or occasionally 
does, mobilise. That numbers-aré interpretable 
as metaphor is not contested‘(although in this 
text I have preferred the term translation).?” 
Morgan, however, justifies his approach as a 
means of critical appraisal: ` 


g 
x 


My overall approach has been to foster a kind of critical 
thinking that encourages us to understand’and grasp the 
multiple meanings of situations and to confront ~and | 
manage contradiction and paradox, rather than pretend ` 
that they do not exist (Morgan, 1986, p. 339). 


One problem is that by what criteria are 
metaphors to be appraised? Put another way, 
one can return to the initial problematic of this 
paper and rephrase it as “why have accounting 
techniques developed numerical metaphors, in 
the face of a vast series of possible alternative 
metaphors?” On this issue Morgan is silent and it 
is unclear where the “critical” in his critical 
approach to metaphorical usage is founded. 
Rather than assert that knowledge is the sum of 
its rhetorical or literacy devices, this paper 
proposes that the (critical) examination of 
accounting knowledge involves not only the 
employment of literary, rhetorical and discur- 
sive analyses, but requires interpretation of the 


27 The basis for this preference is that the term metaphor is perhaps too weak a term for the process of quantification. 
Metaphors usually assert only a partial homology: thus to say a person is a tiger is to gesture towards their courage or ferocity 
and not that they have striped fur and walk on four. The term translation, however, indicates the process by which quantifying 
subsumes the properties of a particular “object” into a number and ignores other differences between those entities which 


are aggregated. 
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process of metaphorical production and the 
consequences that flow from the operation of 
such metaphors. In particular, it is suggested that 
accounting practices (and its associated meta- 
phors) are often-formed out of the attempt to 
employ numerical inscriptions that can confront 
the problem of “action at a distance”. 

Another recent approach to the study of 
accounting has come from Deconstruction in 
accounting research (Arrington & Francis, 1988, 
1989; MacIntosh, 1988) deriving from the work 
of Derrida (1976, 1978). It is tempting to argue 
that this work also concentrates upon “nothing 
but the text”, without considering what the text 
may enable when operating as a technique. In 
some respects, however, this approach is closer 
to the one stiggested here to the extent that 
there is a focus upon the power of “writing”. 
Furthermore, Derrida has insisted that writing, 
as a form of inscription or trace, must never be 


7 


K. ROBSON 


separated from its field of operation (Derrida, 
1981, pp. 13, 62—67; Norris, 1989; Ong, 
1977). 

To conclude, this paper argues that the use of 
numerical inscriptions within accounting prac- 
tices can be understood as an effect of “action at 
a distance”. The “number” inscription exhibits 
the properties of inscriptions that allow action at 
a distance by being mobile, stable and, in 
particular, combinable. Whilst assertions that 
quantification leads to more precise, objective 
and rigorous knowledge have undoubtedly 
served to legitimate the emphasis upon num- 
bers, such arguments are difficult to sustain. In 
contrast it is suggested that while accounting 
“knowledge” may not “correspond” to any 
remote context in terms of truth, this failure 
of reference may involve reformulating the 
problem of truth into a problem of power and 
distance. 
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EARLY DEBT EXTINGUISHMENT TRANSACZiONS AND AUDITOR 
MATERIALITY JUDGMENTS: A BOUNDED RATIONALITY PERSPECTIVE* 


BRIAN W. CARPENTER 
University of Scranton 


and 


MARK W. DIRSMITH 
Pennsylvania State University 


Abstract 


Critics have characterized bond refundings and in-substance defeasances as managerial tactics that 
artificially inflate reported earnings during periods of rising interest rates, and various accounting and 
auditing pronouncements suggest that such transactions be subjected to more stringent materiality 
criteria. Extending work that interprets audit judgment formation as a cognitive phenomenon, this study 
examines hypothesized relationships between materiality judgments and the size and nature of these debt 
transactions, client earnings trend, and experience of the auditor. Proceeding beyond this cognitive 
orientation, the study then interprets judgment formation as a social—behavioral phenomenon by 
examining the applicability of the bounded rationality perspective to auditing. The results obtained from 
an experiment involving 212 practitioners at the ranks of partner, manager and senior suggest that the 
size of item, earnings trend and nature of transaction influence materiality judgments, as mitigated by an 
auditor’s experience. Further, quantitative and qualitative, interview-based evidence suggests the usefulness 


of viewing audit judgment processes as boundedly rational, social—behavioral phenomena. 


Early debt retirement has long been a 
contentious financial reporting issue (see, for 
example, Graham & Dodd, 1934). Recently, 
one variant of this transaction, in-substance 
defeasance, has attracted close societal and 
Congressional scrutiny, fueled by such cele- 
brated cases as Exxon’s $200 million debt 
extinguishment in 1982 and USX’s $399 million 
early debt extinguishments three years later 
(Green, 1982; Herzberg, 1982a; Hand et al., 
1990). For example, in his 17 January 1984 
correspondence with John Shad, then Chairman 
of the SEC, Representative John Dingell, 
Chairman of the House Subcommittee on 
Oversight and Investigations, specifically cited 
in-substance defeasance as a major reason for 


initiating the “Dingell Hearings”, which sought 
to appraise the discharge of responsibility 
within the accounting profession. The profes- 
sion’s traditional response to such criticism has 
been that the appropriate financial reporting of 
such transactions relies on the judgment of 
corporate management and auditors, as shaped 
by both the quantitative and qualitative 
characteristics of the reporting entity (see, for 
example, the Financial Accounting Concepts 
No. 2, FASB, 1980). This response, how- 
ever, begs the question of whether or not 
auditors consider these characteristics in 
making materiality judgments. 

This study contributes to an overall under- 
standing of audit judgment formation by 


* The authors gratefully acknowledge the many auditors who participated in this study, as well as the useful suggestions of 
Keith Ord, Rose Prave, Ira Solomon, James Thies, John Surma and the anonymous reviewers. 
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contextualizing the materiality decision pro- 
cess. On this point, Hogarth (1991, pp. 287— 
288) observed that 


I am arguing for researchers to enlarge the context in 
which audit judgments are examined. If the key to audit 
judgment lies in its multifaceted nature, then this needs 
to be investigated ... In the final analysis, however, 
audits take place in a larger and more complex context 
than those portrayed in most CRA (cognitive research in 
auditing) studies. It is my belief that CRA is now mature 
enough to consider the complexities of that context. 


In order to contextualize audit judgment 
formation, this study employed two phases of 
analysis. Within the first phase, and in contrast 
to prior research that tends to emphasize the 
conceptual domain of audit judgment vis-à-vis 
research on human cognitive processes 
(Hogarth, 1991) and increasing refinement of 
research methods (Ashton, 1982; Johnson et 
al., 1989; Libby, 1981), the current study 
places increased emphasis on the substantive 
domain (Brinberg & McGarth, 1982) of 
auditors — financial reporting, more speci- 
fically with respect to the disclosure of 
problematic, early debt extinguishment trans- 
actions. Here, hyptheses are derived related 
to this substantive domain and tested via 
experimental manipulation. 

Within its second phase, the study departs 
markedly from the prior auditing research that 
has interpreted materiality judgment formation 
as a cognitive phenomenon. This study inter- 
prets it also as a social—behavioral pheno- 
menon. Toward this end, the bounded 
rationality perspective (for example, March & 
Simon, 1958; March, 1987), along with select 
concepts adopted from the sociology of the 
profession’s literature (for example, Abbott, 
1988: Freidson, 1986), are used to explore the 
social dynamics of audit judgment formation 
via a series of research propositions which 
are examined using both quantitative and 
qualitative forms of evidence. i 

This discussion is organized into six sections. 
The first section — in contrast to prior research 
that treats materiality judgments as lying 
primarily within auditing, and examines such 
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relatively simplistic transactions as inventory 
writedowns and allowance for doubtful 
accounts — directs attention to the substantive 
domain of such judgments and examines the 
issues surrounding early debt extinguishment 
transactions and such allied client-oriented 
concepts as discretionary transactions, man- 
agement intent and financial trends. The second 
section briefly discusses the research relating 
to audit materiality judgments and presents 
hypotheses. The third section extends beyond 
materiality judgment research to develop a 
bounded rationality perspective of audit 
decision making distilled into a series of 
research propositions. The fourth section 
describes the research methods employed 
in testing the hyptheses and examining pro- 
positions, while the fifth section presents the 
empirical results. The last section explores 


implications. 


EARLY DEBT EXTINGUISHMENT, 

MANAGEMENT INTENT, EARNINGS 

TRENDS REVERSALS, AND AUDITOR 
JUDGMENT 


Early debt extinguishment 

During the ordinary course of their opera- 
tions, businesses routinely retire debt early. 
The complexity of these transactions varies 
greatly, however, primarily because of the 
effects of interest rates and the methods of 
execution. The least problematic retirements 
are those that are funded by existing liquid 
assets and do, in fact, retire the outstanding 
debt. By contrast, some of the more prob- 
lematic retirements either fund the retirement 
through the issuance of new debt (like bond 
refundings), or treat the debt as though it has 
been satisfied even though the legal liability 
for its repayment remains (for example, in- 
substance defeasances). The accounting prob- 
lems associated with these latter transactions 
arise because of the general accounting 
requirement that any material difference 
between the debt’s purchase price and its book 
value, less expenses, arising because of interest 
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rate movements, be reported as current year 
extraordinary gain or loss with the additional 
Stipulation that gains or losses deemed to 
be immaterial need not be reported but 
aggregated with ordinary income (see APB 26, 
SFA 94, SFAS 76 in FASB, 1988). As a result of 
the stipulated requirements, the accounting 
treatment of the transaction may conflict 
with its economic consequences, creating 
opportunities for the manipulation of account- 
ing income. For example, during periods of 
rising interest rates, a bond refunding may 
result in an accounting gain even though 
it commits the company to higher explicit 
interest payments and other expenses as- 
sociated with the refunding. Joy (1977) 
observed, for example, that “This reason 
for refunding is highly suspect. ... In such 
instances, the refunding may be merely a 
method of increasing current earnings” (p. 355; 
see also Bowlin, 1966; Business Week, 1977; 
Johnson & Klein, 1977; Laber, 1977). This same 
position was expressed by six members of 
the Accounting Principles Board who either 
assented with qualification or dissented to APB 
26 (AICPA, 1973, especially pp. 342-343). 
Thus, the issue of management intent has 
been specifically raised with respect to bond 
refundings.' 

Another controversial variant of early debt 
extinguishment is in-substance defeasance, in 
which the debtor places funds in a trust that 
is essentially risk-free. Contractually, the 
proceeds of this trust then go solely to satisfy 
the interest and principle of the specific debt to 
be extinguished. Even though the company is 
not legally released from the debt, it is removed 
from the balance sheet rather than offsetting 
the liability with the trust asset. In turn, 
any gain or loss arising from the assumed 
extinguishment is recognized as an ordinary 
gain or loss net of income taxes in the current 
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year. Once more, if the transaction is judged 
immaterial, it need not be reported as 
an extraordinary item, but may rather be 
aggregated with ordinary income. 

Largely because of the debt’s removal 
from the balance sheet and the ability of 
management to create accounting gains or 
losses when needed, accounting for in- 
substance defeasance has led a troubled 
existence. For example, the SEC’s Financial 
Reporting Release (FRR) No. 3 specifically 
prohibited this treatment for publicly traded 
securities, a position initially supported by the 
AICPA in its SOP78—5. But, facing an increasing 
number of questions on this issue, the staff of 
the FASB recommended that in-substance 
defeasance reporting receive more careful 
consideration by the Board. In response, in an 
initial informal vote of five out of seven, the 
Board concluded that in-substance defeasance 
does not represent a generally acceptable 
accounting treatment, reasoning that the 
desirability of such transactions arises purely 
from the advantageous accounting treatment 
for financial statement disclosure purposes 
rather than from any substantive economic 
benefit (FASB, 1982; Corporate Financing 
Week, 1982; Herzberg, 1982b). Three months 
later, however, after receiving 62 letters of 
comment, issuing a second exposure draft, and 
receiving 75 second-round letters of comment, 
the FASB reversed this original, informal 
position and, by a four-to-three vote, adopted 
SFAS 76 entitled “Extinguishment of Debt”, that 
amended APB Opinion No. 26 (see also the 
SEC’s supporting Securities Act Release 
33-6501). 

SFAS 76 permits the recognition of extra- 
ordinary gains and losses arising from in- 
substance defeasances, with the proviso 
that material gains or losses be classified 
as extraordinary with explanatory footnotes 


1 Such a bond refunding by Pan Am in 1976, for example, resulted in an after-tax gain of $102,915,000, thus yielding a 
positive net income of $94,593,000 rather than a loss of $8,322,000 (Pan Am, 1976). This positive net income figure 
reversed a trend of seven consecutive years of net losses, while increasing annual pre-tax interest expense by 


approximately $2,100,000. 
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included in the financial statements for a period 
of time equal to the original obligation; im- 
material items may be aggregated with ordinary 
income (FASB, 1988; para. 3—12). The minority 
FASB members, however, expressed concern 
that setting assets aside in a trust does not 
constitute the disposition of assets nor the 
satisfaction of a liability with potential gain or 
loss recognition (see also Weil, 1982; and 
Journal of Accountancy, 1982). It was at 
this time, following a series of multi-million 
dollar in-substance defeasance-related gains by 
major U.S. companies (Green, 1982; Saunders, 
1983; The Wall Street Journal, 1982), that 
Representative Dingell initiated the hearings 
and expressed concern over the intent of 
management in entering into such transactions, 
particularly for companies experiencing un- 
favorable earnings trends (Subcommittee, 
1985).? 

The issues of management intent and 
deteriorating financial performance are, of 
course, familiar in the accounting literature. For 
example, in its Discussion Memorandum 
on Materiality, the FASB concluded that 
nonrecurrent transactions subject to the 
discretion of management are inherently 
sensitive, and that auditors should conse- 
quently apply stricter materiality standards 
(1975a, esp. p. 81). It returned to this issue in its 
Concept Statement No. 2, stating that “a failure 
to disclose separately a nonrecurrent item of 
revenue may be material at a lower threshold 
than would otherwise be the case if the revenue 
turns a loss into a profit or reverses the trend of 
earnings from a downward to an upward trend” 


B. W. CARPENTER and M. W. DIRSMITH 


(1980, para. 128; see also SFAS No. 4, 1975b, esp. 
para 8). Similarly, the Commission on Auditor’s 
Responsibilities concluded that if discretionary 
transactions appear to be structured to meet 
only the literal or mechanical rather than 
substantive requirements of appropriate ac- 
counting pronouncements, the auditor should 
insist on revised disclosure or qualify the audit 
opinion (AICPA, 1978, esp. pp. 16—17).° 

In a market study examining the impact of in- 
substance defeasances, Hand et al. (1990) 
found that (a) defeased bonds, on average, rise 
by about 14% of the amount predicted at the 
defeasance announcement date if they were 
truly made riskless by the defeasance — a rate 
they attributed to uncertainty as to how the 
defeasance trust portfolio would actually 
be treated during bankruptcy proceedings, 
(b) stock prices decrease significantly at 
announcement date at a rate several times 
higher than the actual or predicted bond price 
reaction because, according to Hand et al., of 
the information effects of the announcement; 
(c) no empirical support existed for more 
positive management motivations for entering 
such transactions (for example, to communi- 
cate positive, private information as to bond 
covenant constraints); and (d) some empirical 
support existed for more negative management 
motivations, for example, the manipulation of 
earnings. 

However, while supporting a number of 
constituent positions on SFAS 76, Hand et al. 
(1990) were able to assess the impact only 
of the in-substance defeasance reported as 
extraordinary and accompanied by footnote 


2 În a letter dated 17 January 1984, from the Subcommittee of Oversight and Investigations of the House Committee on 
Energy and Commerce to SEC Chairman Shad, Representative John Dingell took the position that permitting such 
accounting treatments failed both to protect the investor and to provide full and fair disclosure, and that it also served to 
question the competency of the SEC in terms of its rescinding FRR 3, as revealed in one SEC official’s specifically cited 
remark, “We were so bewildered by the variety of transactions and accounting standards in this area, we finally gave up!” 


3 For allied empirical research on discretionary transactions and implicit audit materiality thresholds, see Chewning et al. 
(1989); for allied empirical research see, for example, McNichols & Wilson (1988); Hand (1988); Davidson et al. (1987); 
Eliott & Shaw (1988); Schipper (1989). Chewning et al. (1989, esp. p. 94) concluded that a change in accounting 
principles is accompanied by an apparently stricter materiality threshold for discretionary changes in principle relative to 
nondiscretionary changes. They stated that these results are “contrary to professional guidelines”; as suggested by our 
analysis of relevant professional literature, this finding is, in fact, highly consistent with extant recommendations. 
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disclosure, not those transactions netted with 
ordinary revenue — the focus of the current 
study. The point here is that while the market 
appears to make significant adjustments for 
the presence of in-substance defeasance 
transactions when it has the information to 
permit these adjustments, it may not be able to 
make these adjustments when uninformed, as 
may be the case when the transactions are 
deemed to be immaterial and the gains netted 
with ordinary income. The judgment as to 
materiality thus becomes key in the sense 
that these judgments may influence external 
decision makers. 

The professional literature (for example, APB 
Opinion 30, FASB, 1988) generally notes the 
importance of such quantitative factors as size 
of item relative to net income, in forming 
materiality judgments. It has also been recom- 
mended, though not yet required, that auditors 
incorporate qualitative considerations in form- 
ing their judgments (for example, SAS 47, 
AICPA, 1988; FASB, 1980, para. 8). In 1988, the 
FASB concluded that 


Materiality judgments are primarily quantitative in 
nature. They pose the question: Is this item large 
enough for users of information to be influenced by it? 
However, the answer to that question will usually be 
affected by the nature of the item; items too small to be 
thought material if they result from routine transactions 
may be considered material if they arise in abnormal 
circumstances ... magnitude by itself, without regard 
to the nature of the item and the circumstances in 
which the judgment has to be made will not generally 
be a sufficient basis for a materiality judgment (para. 
123, emphasis added). 


A recurring opinion in the professional 
literature, then, is that qualitative, contextual 
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information should augment quantitative in- 
formation as one forms materiality judgments 
for nonroutine transactions. The empirical 
analyses presented later preserve this ordering 
of the quantitative augmented by qualitative 
considerations. 

Characteristics that inhere in such early debt 
extinguishment transactions as bond refundings 
and in-substance defeasances suggest the 
critical role of an auditor’s materiality judg- 
ments, because these nonroutine, discretionary 
transactions frequently yield accounting gains 
during periods of rising interest rates when 
there may actually exist economic losses. Only 
when judged to be material need these gains be 
reported as extraordinary net of taxes and, 
for in-substance defeasances, footnoted for a 
period equalling the life of the original 
debt. Because of their problematic nature, 
bond refunding and in-substance defeasance 
transactions should attract fortified audit 
scrutiny as exhibited by (a) stricter materiality 
judgments; (b) an increased emphasis on 
qualitative considerations that augment quanti- 
tative information; (c) circumspection con- 
cerning management intentions; and (d) a focus 
on the relationship between the transaction and 
earnings trend.* 


AUDITOR MATERIALITY JUDGMENT 
RESEARCH AND HYPOTHESES 


Many investigators have studied the forma- 
tion of materiality judgments and have 
subsequently developed models of these 
judgments (see Johnson ef al., 1989, for a 


í The fortified audit scrutiny advocated in these various recommendations may nevertheless be problematic to 
operationalize because of (a) apparent inconsistencies among pronouncements (for example, FASB 76 that permits 
insubstance defeasances, appropriately disclosed, and Statement of Financial Accounting Concepts 2, that calls for 
heightened auditor scrutiny as to questionable management intent); (b) societal needs and pressures concerning the 
accounting treatment of discretionary, suspicious and nonrecurring transactions versus their structured treatment per 
generally accepted accounting principles; (c) the formal structure of extant accounting principles versus their contentious 
issuance expressed in such terms as dissenting opinions of board members (APB 26 and FASB 76); (d) the economic 
substance of transactions that may be unfavorable during periods of rising interest rates versus their accounting treatment 
that discloses an extraordinary gain, or if judged as immaterial, bolsters ordinary income; (e) accounting pronouncements 
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related review and analysis.’ In general, this 
research reveals that most of the predictive 
power of the isolated models is produced by a 
single, dominant cue — the size of the item 
relative to current year net income — while 
such other quantitative size measures as 
percent of net assets or total assets play 
secondary roles. In addition, the effect of the 
item on the client’s earnings trend appears to 
have only a limited explanatory power. Only 
Krogstad et al. (1984), however, have so far 
sought to examine the role of such qualitative 
or contextual information as industry trends, 
management cooperativeness, status of the 
internal control system, the nature of the audit 
report users, and managements’ accounting 
policies — in addition to quantitative factors — 
in making materiality judgments as to the 
allowance for doubtful accounts receivable, 
a relatively routine form of adjustment. 
Corroborating the importance of size of item 
relative to net income and effect on earnings 
trend, Krogstad and his colleagues found in a 
modest sample of ten audit partners, 11 audit 
seniors and 11 students, that practitioners 
exhibited greater consistency, consensus and 
self-insight than students in forming materiality 
judgments. Surprisingly, they also found that 
students placed more reliance on contextual 
cues, used more cues, and exhibited more 
interaction effects among cues thus suggesting 
configural or patterned judgment, as opposed 
to the linear judgment processes of the 
practitioners. The students also exhibited 
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higher materiality thresholds than the auditors. 
But, no systematic effort was made to ground 
these results in theory (see also Bédard, 1989, 
esp. p. 127). 

Although experience has been examined in 
other materiality studies involving students 
(see, for example, Hofstedt & Hughes, 1977), 
only one study (Messier, 1983) has used only 
experienced practitioners as subjects. Although 
neglecting qualitative factors, Messier did find 
that experienced subjects exhibited greater 
insight into their own decision processes; 
tended to place more weight on the quantita- 
tive, net income variable; and in contrast with 
Krogstad et al. (1984), exhibited higher 
materiality thresholds in forming judgments 
regarding a relatively simplistic transaction 
— inventory writedowns. These findings 
relating to experience went, however, largely 
unaccompanied by a theoretical rationale. 

In an effort to explain the typical empirical 
finding that experienced auditors differ from 
inexperienced individuals in terms of forming 
materiality judgments, observers have sug- 
gested that experience may become more 
influential for ill-structured tasks (see, for 
example, Ashton, 1982). Defining materiality 
and financial disclosure decisions as ill- 
structured by nature, Abdolmohammadi & 
Wright (1987) — again in contrast with 
Krogstad et al. (1984) — found that ex- 
perienced auditors exhibited higher materiality 
thresholds than students in making financial 
disclosure decisions for a writedown of land; 


requiring auditors to consider such quantitative factors as size of transaction relative to net income (for example, APB 30) 
in forming materiality judgments versus concept statements and commission reports merely recommending that 
qualitative factors be included in making such judgments; and (f) the intentions of management to report a favorable 
financial position by consummating such transactions and using related accounting treatments versus the questioning of 
these transactions in terms of the suspect motives if management by such parties as the minority members of the FASB, the 
U.S. Congress, the press and other external constituent parties, particularly when these transactions reverse a downward 
earnings trend. It is the problematic nature of such transactions as bond refundings and in-substance defeasances that 
renders related materiality judgments complex, ill-structured and contested phenomena that may be evaluated from a 
bounded rationality perspective. 


5 These studies include Woolsey (1954a,b, 1973); Rose ef al. (1970), Frishkoff (1970); Boatsman & Robertson (1974); 
Patillo (1975); Ward (1976); Moriarity & Barron (1976, 1979); Newton (1977); Firth (1979); Messier (1983); Krogstad et 
al. (1984); Jennings et al. (1987); Steinbart (1987); Morris & Nichols (1988); for literature reviews see Ashton (1982); 
Libby (1981); Holstruam & Messier (1982). 
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consequently, they urged that the role of 
experience in ill-structured decisions receive 
more study (for reviews, see Choo, 1989; 
Christ, 1989; Davis & Solomon, 1989). 

Within related source-discipline literature, 
findings generally suggest that the decisions 
of experienced individuals differ qualitatively 
from those of inexperienced individuals (see, 
for example, Chiesi et al., 1989; Larkin et al., 
1980; Chi et al, 1982; Murphy & Wright, 
1984; Glaser, 1984). Two differences between 
the experienced and the inexperienced are 
consistent with the current focus on con- 
textualizing auditor judgment formation: (1) 
experienced individuals focus on the overall 
principles or substance of the decision tasks 
while the inexperienced focus on surface 
features or literal objects; and (2) experienced 
individuals bring to bear contextual knowledge, 
organized around principles as well as 
abstractions unapparent in a specific problem 
to be addressed, but derived instead from 
the contextual knowledge itself, while the 
inexperienced do not (Glaser, 1984; in 
accounting, see also Bédard, 1989). Similarly, 
Dawes (1979, p. 573) concluded that experi- 
ence may more strongly influence what 
information is used, than bow it is weighted 
(see also Slovic et al., 1971; Dawes, 1979; 
Johnson et al., 1984; Einhorn, 1974; and in 
accounting, see Bonner, 1990). 

Consistent with this reasoning, while 
auditors with experience in making materiality 
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judgments may be expected to focus on such 
surface features as size of item relative to net 
income, they may also be expected to focus on 
overall principles and abstractions surrounding 
ill-structured, contentious disclosure decisions, 
and to include contextual information in 
forming their judgments. More specifically, 
experienced auditors may be expected to 
go beyond the literal, more structured and 
quantitatively oriented surface requirements 
imposed by financial reporting and auditing 
standards (for example, SFAS 76, APBO 30, SAS 
47) to include as well more qualitative and 
contextually oriented guidance (for example, 
FASB Concepts Statement No. 2, 1980) 
in forming their judgments than would in- 
experienced auditors. Consistent with the 
FASB’s position noted earlier (1988, para. 
123), ome can expect these qualitative, 
contextual factors to augment auditors’ 
quantitative assessments, and expect them, 
as a consequence, to apply stricter materiality 
criteria. 

The following hypotheses concerning 
auditor materiality judgments, therefore, reflect 
the foregoing analysis of the financial reporting 
substantive domain of auditor and audit 
materiality research (each hypothesis is an- 
notated: S, supported; MS, mixed support; or 
NS, not supported by empirical results); given 
the consistent findings of prior research, Hi 
and H2 serve to permit comparison with this 
work:® 


6 In presenting hypotheses, we do not address interaction effects among variables. Prior research has found that interaction 
effects explain only a small amount of the variance in auditor judgments, thereby suggesting that these processes are not 
configural in nature, but rather that each piece of information or cue is processed independently (for reviews and related 
discussions, see Ashton, 1982; Brown & Solomon, 1990, 1991; Libby, 1981). As will be discussed in the results section, the 
current study also found that interaction effects, although significant, accounted for little explained variance (see Table 3). 
However, Brown & Solomon (1990, 1991) went on to reason that undirected search for configural relationships is ill- 
advised, but that “a condition necessary for the researcher to observe configural information processing is that extant 
domain-specific knowledge must not only imply that configural information processing is appropriate, but also must state 
the form and nature of such configurality” (1991, p. 103). In deference to prior empirical work and given the current 
study’s explained variance results, we will not use the term “configural” or state interaction effect hypotheses. However, 
concerning the bounded rationality perspective advanced in the next section, we will nevertheless reason that auditor 
judgment processes are “incremental” in nature, and, consistent with extant pronouncements, that qualitative information 
augments quantitative information for contentious transactions (that is, in-substance defeasances) as mitigated by the 
domain-specific knowledge or experience of the auditor. This reasoning is distilled into Proposition P2. Within this analysis, 
attention focuses on understanding the contextual nature of the auditor's judgment process, not modeling it; consequently, 
the role of explained variance is not emphasized. 
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H,. The larger the size of the item, the more material it 
will be judged (S). 


H,. Holding constant the transaction amounts, an 
early debt extinguishment transaction that reverses a 
downward earnings trend will be judged more material 
than a transaction that causes no such reversal (S). 


H3. The nature of an early debt extinguishment 
transaction (ordinary debt extinguishment versus bond 
refunding versus in-substance defeasance) influences 
the auditor’s materiality judgment (MS). 


H4. Early debt extinguishment transactions will be 
judged more material by experienced auditors than by 
inexperienced auditors (S). 


THE BOUNDED RATIONALITY OF AUDIT 
MATERIALITY JUDGMENTS AND 
PROPOSITIONS 


One contentious issue in auditing research 
concerns the degree of structure assumed of 
audit materiality decisions. Here, concerned 
primarily with internal validity, prior research 
has been designed so that audit judgments may 
be implicitly characterized by three common 
attributes: (1) the task is well-defined; (2) the 
individual has all relevant information; and (3) 
the information used is perfectly reliable (see 
Einhorn, 1976b, esp. p. 200; Libby, 1981; 
Ashton, 1982). Attention has then focused 
on isolating optimal judgments in terms of 
maximizing or minimizing some explicit, 
measurable criterion (Johnson et al., 1989, esp. 
p. 85). Here, with some shift of meaning in the 
accounting research from internal and external 
validities, Cook & Campbell (1976; see also 
Campbell, 1986) reasoned that researchers 
must be concerned both with the “surplus 
irrelevances” that attend internal validity issues, 
and with the degree to which the research 
“underrepresents” the phenomenon being 
investigated. Consistent with this position, 
Einhorn (1976a; see also Einhorn & Hogarth, 
1981, 1986; Libby, 1981; Tversky & Kahneman, 
1986) observed that many real-world judgment 
tasks are inherently ill-defined, that information 
may be only loosely relevant to these decisions 
and suggestive of only an ambiguous set of 
acceptable actions, and that one form of 
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information can conflict with another (see also 
March & Sevón, 1988; Johnson et al., 1989). 
Amplifying this point, Tversky & Kahneman 
(1988) concluded that while the assumptions 
of cognitive decision theory may be satisfied 
under “transparent” conditions, they may be 
violated in “opaque” situations — for our 
purposes, for such problematic transactions as 
in-substance defeasances. In fact, the focus of a 
recent behavioral decision theory conference 
was to isolate impediments to understanding 
those factors influencing actual decision pro- 
cesses. Bell et al (1988), for example, 
identified as one key impediment the use 
of single research disciplines in conducting 
empirical work that, in turn, can produce data 
which underrepresent the phenomena under 
study; decisions. They consequentiy urged 
that future research employ more than one 
perspective, particularly for understanding 
those complex, ill-structured judgments made 
within organizational settings (see also papers 
by two other conference attendees: March, 
1988; Argyris, 1988; see also Shapira, 1990; 
Hogarth, 1991). 


The bounded rationality perspective 

In response to this potential schism between 
judgment research and the exigencies imposed 
by ill-structured decision tasks, the focus of the 
current study significantly departs now from 
that of prior auditing research by considering 
contextual forces shaping boundedly rational 
auditor judgments. Here, the work by March 
and Simon (see for example, March & Simon, 
1958; March, 1987, 1988a, b; March & Savon, 
1988) suggests that humans have both limited 
knowledge and computational capacity (which 
concern the cognitive facets of the bounded 
rationality perspective) and possess informa- 
tion only problematically associated with 
the decisions at hand, and yet must cope 
with inherently ill-structured problems and 
deal with interested internal and external 
constituents who possess different, often con- 
flicting purposes. To date, audit judgment 
researchers have tended to consider only the 
limited knowledge and computational capacity 
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component of the March and Simon pers- 
pective (see, for example, Libby, 1981, pp. 
75-76; Ashton, 1982; Hogarth, 1991, p. 278). 
Extending earlier work, March (1987, 1988; 
see also Ashton, 1987) reasoned that the 
preferences of the organizations, their owners 
and their managers never stand perfectly 
revealed and change over time as the decision 
maker gains experience. As March observed, 


Although information is used in making decisions, the 
gathering and citing of information is often better 
understood as symbolic action. Although participants 
care about outcomes, they also care about the symbolic 
meaning of the process and the outcome. In short, 
decision making is a highly contextual, sacred activity, 
surrounded by myth and ritual, and as much concerned 
with the interpretive order as with the specifics of 
particular choices. Understanding these ambiguities is 
necessary not only for understanding and predicting 
organizational choice behavior, but also for improving it 
(1988, p. 14, see also Feldman & March, 1981). 


From these observations, it follows that 
decision makers, particularly those having task- 
specific experience and facing an ill-structured 
task, would be best characterized as boundedly 
rational persons who incrementally incorporate 
information to form judgments, and are, in turn, 
influenced by the goals of conflicting groups as 
well as their own personal goals. Thus, one can 
interpret the formation of judgments as more 
than just a cognitive phenomenon shaped by an 
individual’s reasoning process, it is also a 
social—~behavioral phenomenon shaped by the 
decision maker’s context. Here, even Egon 
Brunswik (1955, p. 210; see also Gigerenzer, 
1987, p. 66), whose work has influenced audit 
research, reasoned from a cognitive perspective 
that a decision maker sees the ambiguity or 
uncertainty an ill-structured problem poses less 
as a necessary feature internal to the individual 
and more as a feature of the relationship 
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between the individual and the environment 
the individual wants to understand (see also 
Libby, 1981, p. 6). 

Although the bounded rationality perspec- 
tive has yet to be applied in empirical auditing 
research, in terms of both its cognitive and 
social_behavioral components, its general 
applicability has nevertheless been acknow- 
ledged. For example, Felix & Kinney (1982) 
observed that auditors must form judgments 
amid a variety of constraints, pressures, dangers 
and opportunities that they confront in their 
everyday environment, and that may often 
influence these judgments. More specifically, 
Gibbins (1984) offered a series of propositions 
to be addressed by future research, among 
them that: (1) auditors seek to make merely 
Satisfactory as opposed to optimal decisions, as 
suggested by normative decision theory; (2) 
auditor judgment processes are incremental in 
nature, and are shaped by both their social 
context and the personal goals of the auditor 
(pp. 110-111, 114); (3) they perceive their 
judgment environment incompletely (p. 113); 
and (4) they must be able to justify their 
decisions and actions for various interested 
parties (p. 116; for allied discussions, see Davis 
& Solomon, 1989, esp. pp. 153, 155, 159; 
Feldman & March, 1981, p. 174). 


Research propositions 

From the bounded rationality perspective, 
specifically with respect to its components of 
conflicting interests, incremental decision 
process, information of questionable quality, 
and need for satisfactory and justifiable 
decisions, it is possible to posit a series of 
research propositions and subject them to 
empirical examination.” These propositions 
may be seen as describing a series of social— 
behavioral forces which sometimes compel 


7 Here, the term “propositions” rather than “hypotheses” serves as a dramaturgical device for accentuating the exploratory 
nature of our theoretical treatment and subsequent empirical analyses in comparison with the previously derived 
hypotheses, which are more firmly grounded in, though extending prior materiality judgment research. Our resulting 
operational measures should, as a consequence, be considered tentative and be subject to future research directed at their 


improvement. 


e 
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and sometimes impede the use of qualitative, 
contextual information, and consequently 
sometimes contribute to stricter and less strict 
materiality judgments. (Each proposition is 
annotated: S, supported; MS, mixed support; or 
NS, not supported by empirical results.) 

As mentioned earlier, the motivations 
of management in entering nonroutine trans- 
actions in order to manipulate earnings have 
been broached in the professional literature (for 
example, FASB, 1975a, b; CAR, 1978), in the 
financial press (Green, 1982; Saundes, 1983), 
in Congressional hearings (Subcommittee, 
1985), and in academic research relating to in- 
substance defeasance (Hand et al, 1990). 
The bounded rationality perspective, however, 
suggests that the complexity that inheres 
in contemporary organizations clouds the pre- 
ferences of management and/or owners, makes 
those preferences difficult to isolate, and makes 
it likely that they involve more than one single 
goal (March & Savon, 1988). Thus, this perspec- 
tive brings into question the decision to enter 
into in-substance defeasance transactions, as for 
example, involving only the preference to 
report favorable financial results. 


Proposition 1. Auditors tend to perceive the decision to 
enter into early debt extinguishment transactions as 
complex and involving multiple motivations (S). 


A majority of the relevant audit research 
suggests that judgment processes tend to 
be linear (see, for example, Ashton, 1982; 
Libby, 1981, p. 37). However, Dawes (1979) 
speculated that linear models tend to under- 
represent experienced individuals trying to 
decide what information to include in decisions, 
especially for complex, ill-structured tasks. 
Here, and more consistent with the bounded 
rationality perspective, Gibbins (1984, esp. 
p. 111; see also March, 1987, 1988a) proposed 
that an auditor's judgment processes tend to rely 
on the information received as the process 
unfolds. Similarly, Brown & Solomon (1991; 
see also 1987; Schepanski, 1983) found that 
patterned judgment processes occur only where 
domain-specific knowledge influences the 
nature of the judgment process — that is to say, 
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experienced individuals use a patterned judg- 
ment process only where the decision task or 
context itself calls for a patterned process. 

More specifically with respect to the bounded 
rationality perspective, one can expect auditors 
to use information in a “satisficing” manner in 
forming judgments rather than in an optimizing 
manner where the weighting of the information 
is known before they initiate the decision 
process. Here, consistent with relevant pro- 
nouncements (FASB, 1988) and elaborating 
upon hypothesis H4, one can expect experi- 
enced auditors to augment their quantitative 
assessments of ill-structured tasks with qualita- 
tive information incorporated incrementally in 
forming a judgment as they seek to understand 
the nuances of the judgment task at hand 
(Lindblom, 1979, 1984). 


Proposition 2. Experienced auditors exhibit an incre- 
mental decision process in forming materiality judg- 
ments, where they use qualitative, contextual informa- 
tion to augment quantitative assessments (S). 


An assumption that underlies the relevant 
materiality literature (for example, FASB 
Concepts Statement No. 2, 1980) is 
that financial statements can and should be 
constructed, where appropriate, to reflect 
accurately the economic reality of the organiza- 
tion. In this sense, the financial statements are 
passive in that they appear after management 
decisions are made. By contrast, the bounded 
rationality perspective holds that information 
only problematically linked with the decision at 
hand, and that this questionable linkage actively 
influences the decision — that is, one can expect 
the inadequacies of information to influence 
decisions. In auditing, if auditors conclude that 
financial statements inadequately describe the 
key characteristics of, for example, in-substance 
defeasances, they will seek somehow to over- 
come these inadequacies by making more 
Strict materiality judgments. In so doing, they 
tend to convey more information to external 
constituents in the sense that the related gain is 
disclosed as a separate, extraordinary item 
accompanied by footnote disclosure rather than 
aggregated with ordinary income. 
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Proposition 3. The perceived quality of financial 
statements will influence auditor materiality judgments 
for ill-structured decisions (S). 


Following the bounded rationality perspec- 
tive, such factors as the limited decision 
capacities of individuals, conflicts among 
competing interest groups, and problematic 
information, encourage decision makers to 
make merely satisfactory rather than optimal 
decisions (March & Simon, 1958; March, 1987, 
1988a,b). Given a preponderance of specific 
accounting and auditing pronouncements (like 
APBO 30), discussions, and empirical evidence 
supporting the use of quantitative criteria 
(primarily size of transaction relative to net 
income), even though experienced auditors 
may perceive contextual information to be 
potentially relevant (H3, H4 and P4), auditors 
may not use their contextual information in 
forming actual materiality judgments because 
the resulting decisions may not be as justifiable 
to internal and external constituents having con- 
flicting preferences. On this point, Mintzberg 
(1979, esp. chapter 19) reasoned that the 
external threats of regulation and lawsuits lead 
professionals into mechanistic decisions based 
on quantitative, analytic information despite the 
complexities of the decision task calling for the 
use of more contextual information. More 
specifically, Freidson asserted that 


Those who survive adapt their expectations and actions 
to the practical exigencies of work by using compromised, 
situational judgments informed, but not always 
dominated by the standards they were taught in school. 
As survivors, they cannot fail to develop a certain 
skepticism, if not hostility, toward the assertion of 
cognitive authority by professors and researchers who 
create standards under considerably more protected 
circumstances and with more abstract goals than that of 
coping with daily work (Friedson, 1986, p. 212). 
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Proposition 4. Auditors tend not to use contextual, 
qualitative information in forming actual materiality judg- 
ments, but instead rely on quantitative information (S).° 


Generally, the audit judgment research as- 
sumes the use of information to be value-free 
and sees auditors as making judgments in an 
objective and unbiased manner, occasionally 
constrained by efficiency and business risk 
considerations (Libby, 1981; Ashton, 1982). 
Lacking is specific consideration of auditor 
self-interest. But, the bounded rationality 
perspective recognizes conflicting group 
interests, including those of the decision 
maker, as an integral part of its description 
of organizational decision making. March 
(1988b), for example, considers the motives of 
the individual important to any understanding 
of decision-making processes (see also Feldman 
& March, 1981). Similarly, research on the 
sociology of the professions (see, for example, 
Larson, 1977; Mintzberg, 1979, esp. chapter 
19; Abbott, 1988; Freidson, 1986) suggests 
that forces contributing to professionalized 
activities, where the judgment of the practi- 
tioner rather than standardized operating 
procedures plays an influential decision-making 
role, includes both the complexity of the 
problems to be dealt with and the desire of the 
practitioners to develop and maintain their 
professional autonomy. 

More specifically, Abbott (1988, esp. p. 16), 
for example, asserted that the professions 
seek to legitimate themselves to external 
constituents by increasingly documenting their 
commitment to such broad societal values as 
rationality, science and efficiency. Meanwhile, 
behind the scenes, the operating processes 
involving decisions made by everyday, rank- 
and-file practitioners may be something quite 
different, something not wholly rationalized. 


8 Proposition 4 is apparently ¿nconsistent with Hypotheses H, and H4. Here, while auditors may be cognitively limited in 
their use of qualitative information, the social—behavioral context of auditing, with its multiple competing interests, lends 
itself to decisions that must both be made in a value neutrality sense and to be justified to others via a boundedly rational 
approach to making decisions (Feldman & March, 1981). Here, the conceptual understanding of a problem to be addressed 
by a decision maker, or theories espoused by the individual, may be more robust than the actual decisions made (Argyris, 
1977, 1988). In auditing, it has been proposed that auditors tend to make decisions that are merely justifiable, not 


necessarily optimal (Gibbins, 1984, esp. pp. 116—118). 
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Ən this point, Larson (1977) argued that for 
‘easons of self-interest, the professions must 
daim a low “technicality to indeterminancy 
‘atio” — which is to say that their underlying 
Jecision processes cannot be programmed 
ər routinized and that the performance of 
their professional responsibilities necessarily 
requires the application of contextual know- 
iedge and judgment. In like manner, Friedson 
(1986) reasoned that the formal knowledge 
generated and documented by academics and 
professional leaders may be characterized 
as overly formal, rational and structured; in 
contrast, rank-and-file field practitioners must 
transform and reduce this formal knowledge to 
be useful in dealing with daily client pressures. 
Mintzberg (1979, chapter 19) concluded that 
the desire for autonomy among practitioners 
encourages them to use organic decision 
processes that rely on contextual knowledge 
and qualitative information. Thus, a desire 
for autonomy leads decision makers to adopt 


RESEARCH METHODS 


The study reported here, like a good deal of 
prior work, relied on a human information 
processing experiment.’ But it also moved 
beyond this perspective to examine audit 
judgment formation as a less structured, 
boundedly rational process. Consistent with 
the prescriptions of Felix & Kinney (1982) 
concerning research on ill-structured audit 
concepts, the current study incorporated semi- 
structured interviews and a questionnaire 
for eliciting information on how practitioners 
attribute meaning to aduit judgments involving 
early debt extinguishment transactions. 


Data gathering methods 

Guided by a review of the relevant literature, 
the authors developed an initial set of variables 
relating to materiality judgments and discussed 
it with managers and partners from each of 
the Big Eight public accounting firms during 


complex strategies appropriate for processing a series of semi-structured interviews. 
qualitative, contextual information. These discussants included line managers and 
partners, and auditing division heads. The 
purpose of these interviews was to obtain a 
preliminary understanding of how auditors 
formed materiality judgments, the types of 
quantitative and qualitative factors that may 
influence these decisions, and the early 


Proposition 5. The greater an individual auditor's desire 
for professional autonomy, the more qualitative 
contextual information he or she will use in forming 
materiality judgments (S). 


? Although full consideration is beyond the scope of the current analysis, recent research has analyzed the role of statistics 
in the transforming the conceptualizations held of nature, mind and society. Gigerenzer et al. (1989) and Hacking (1975) 
reasoned that statistics had played a key role in elevating such “low” disciplines as psychology to a level of more equal 
Stature with such “harder” sciences as astronomy and physics, by making its subjects of study measurable and in so doing 
gaining independence from its orginally allied discipline, philosophy. More specifically, Gigerenzer (1987) examined how 
psychologists applied statistics to taming variability, wherein the manner of its application varied dramatically, especially 
across its two major schools of thought — experimental psychology and differential or correlational psychology. 
Gigerenzer reasoned that Egon Brunswik, with his Darwinian approach to understanding perception (where outliers to 
“average perception” were interpreted positively as making possible more evolved forms of perceptions in contrast with 
experimental and correlational psychology that interpreted them as abberant and dysfunctional — note the implications 
for consensus as a preferred approach to establishing criterion variables in audit research, see, for example, Ashton, 1982, 
Libby, 1981) postulating ambiguous perceptual cues, and experiments using uncertain environments rather than the 
principles of isolation and control, fit in neither school of thought, and consequently his work was destined to have only a 
marginal impact on psychology. Eventually, though, his work was picked up and transformed by the isolation and control- 
oriented experimental psychology which included such authors widely cited in auditing as Kahneman et al. (1982). By 
implication, for auditing, the application of statistics-based psychological models may be helping to transform the “low 
discipline” of auditing to a level of more equal status with the “harder” area of financial accounting; Egon Brunswik’s work 
may have had itself to be transformed to serve this end (see, for example, Libby, 1981, who is one of few to explicitly 
recognize this latter transformation). 
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Within this figure, each cue, X;, relates as follows to each of the hypotheses: 
X, - Hypothesis 1 
Xz - Hypothesis 2 
X3 - Hypothesis 3 


Fig. 1. Lens configuration of the study. 


debt extinguishment transactions that they had 
encountered in practice. 

The authors proceeded next to design experi- 
mental material and a questionnaire and to sub- 
ject it to preliminary testing. This phase of the 
study approximated an experimental simulation 
wherein the experimental material, although 
contrived as in laboratory experiments, simu- 
lates a class of naturally occurring phenomena 


— for example, in-substance defeasance trans- 
actions encountered by a specific population of 
social actors (auditors) from which samples are 
drawn (Runkle & McGrath, 1972).!° The 
experimental model used in this study appears 
in Fig. 1 (see also Ashton, 1982, pp. 15, 17). 
Each questionnaire contained 12 randomly 
assigned hypothetical cases out of the 72 cases 
developed.'! The participants were asked 


10 Although the Brunswik lens approach used here has been well documented (see, for example, Libby, 1981; Ashton, 1982) 
and critiqued (Johnson et al., 1989) in the auditing literature, and given its recognized transformation in related research 
(Libby, 1981), three interrelated points concerning its original formulation are worthy of brief consideration. First, Brunswik 
(1937, 1943, 1955; Gigerenzer, 1987) was concerned with studying perception or judgment formation in the natural 
environment via correlational statistics rather than in the laboratory via strict isolation and control; consequently, he sought 
to develop “representative designs” stressing ecological validity, rather than the systematic designs of laboratory 
experiments. This focus is in keeping with our own context orientation. Second, Brunswik studied how the individual comes 
to terms with the environment, the “texture” of which is represented by and understood using ambiguous cues, and in which 
both individuals and distal objects are sampled rather than individuals alone. This focus is again consistent with that of the 
current study on context, and on the roles of the individual, the phenomena being examined — early debt retirement 
transactions, and inherently problematic or ambiguous information as to these transactions. Third, given the conclusion that 
individuals could recognize that their perceptions and actions arising from these perceptions differed from those that would 
more faithfully represent the distal environment, Brunswik became interested in understanding, from an evolutionary sense, 
why this difference would arise as a useful adaptation to survival in the natural environment. This focus is consistent with the 
current study's concern for studying various forces contributing to boundedly rational judgments directed at making 
justifiable and satisfactory judgments in a complex, social environment. : 


11 There were 12 levels of Xj, six levels of X,s, three levels of X1c, two levels of Xz and three levels of X3, which produces 
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to indicate how material they believed the 
gain arising from the debt extinguishment trans- 
action to be in each case. Following the design of 
Krogstad et al. (1984), participants were asked 
to record their judgments by making a mark 
across a 99 mm line whose end points were 
defined as “clearly immaterial” and “clearly 
material”. This measurement provided the 
dependent variable in the ensuing analysis of 
variance. 

All of the cases were based upon the same 
scenario in which a company had retired an 
outstanding bond issue from the balance sheet. 
In conformity with APBO 26 and SFAS 76 
(FASB, 1988), this retirement resulted in an 
accounting gain which, if material, should 
properly be classified as extraordinary in the 
income statement. But, the company was 
described as having aggregated the before-tax 
amount of this gain with other miscellaneous 
revenues and reported it as “other revenues” 
on an income statement unaccompanied by 
footnote disclosure. The company claimed that 
the amount of the gain was immaterial, and that 
as such, its method of reporting was appropriate. 

Each of the cases described one of the follow- 
ing three types of transactions: (1) ordinary 
early retirements of debt out of existing liquid 
assets; (2) bond refundings that required a new 
bond issue with a significantly higher rate of 
interest; and (3) in-substance defeasances. 

The cases also varied from each other by 
virtue of the different values assigned to 
the other five variables in each case. The 
transactions were stated in dollar amounts, and 
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percentage figures were completed by the 
researchers during the analysis stage of the 
study in order to avert hypothesis transmission 
concerning size of transaction relative to 
net income. The implicit materiality sizes of 
transactions — 3, 6 and 12% of net income — 
conform nicely with the non-experimental 
materiality thresholds findings produced by 
Chewning et al. (1989). Consistent with 
Hypotheses H, through Hs, the five variables 
analyzed included: 


(1) the after-tax dollar amount of the extra- 
ordinary gain (X14, Fig. 1); ; 

(2) the gain as a percentage of the company’s 
total assets (Xi); 

(3) the gain as a percentage of the company’s 
after-tax net income for the period (Xic); 

(4) a notation of whether the gain reversed a 
downward earnings per share trend that had 
prevailed over the preceding three years (X2); 
and 

(5) the nature of the transaction — ordinary 
early retirement of debt, a bond refunding, or 
an in-substance defeasance (X3). 


For data analysis purposes, X3 was repre- 
sented by two indicator, dummy variables 
coded as follows: 


Ordinary debt retirement 
Bond refunding 
In-substance defeasance 


ores 
> 

moos 
i<j 


In testing H3, the authors paired their results for 


1296 possible combinations of cues. However, most of the combinations were considered to be unrepresentative of 
ecologically or naturally occurring debt extinguishment transactions, thereby potentially producing the instrumentation 
effects (Cook & Campbell, 1976). The cases actually described were identified during the first round of interviews with 
managers and partners from the firms participating in the study (see, for example, Brown & Solomon, 1988; Hammond & 
Stewart, 1974; Libby, 1981; Trotman & Yetton, 1985). At its best, the use of a completely factorial design may have 
produced “noise” in prior research. At its worst, it may have created a bias in prior research in the sense that non- 
ecologically valid case scenarios may have driven results, which is to say that these scenarios may have contributed to 
hypothesis transmission; here, it may well be that inexperienced subjects may have been more able to form hypotheses and 
related judgments given this unusual materiai whereas, in experienced individuals, it may have acted more as “noise” 
because of difficulty in interpreting the cases that contrasted with their own experience as auditors (see also Brown & 
Solomon, 1988, for additional discussion). Brown & Solomon (1991) noted that in research examining patterned decision 
processes, where such a process may be expected given the nature of the decision task at hand, it is essential that the task 
be realistic — here, one that is ecologically valid. 
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TABLE 1. Questions relating to Propositions 1, 3 and 5 





Proposition 1 


Proposition 3 


Proposition 5 


Bond refundings (or in-substance defeasances) are frequently nothing more than an attempt by 
management to make themselves look good by artificially increasing the firm’s net income with a “paper 
profit”. 


Other factors, such as debt covenants, conversion features and falling interest rates, are more likely to 
be the driving force behind a bond refunding or in-substance defeasance than is the possibility of 
reaping a “paper profit” (this second statement represented a questionnaire item reversal). 


Bond refundings (or in-substance defeasances) are nothing more than a method of overcoming a 
shortcoming of historical cost accounting, that is, the valuation of debt at its original rather than current 
value. 


The possible role of structured guidelines for materiality decisions has been a matter of great debate. 
Some people see the implementation of guidelines as possibly impeding the auditors’ ability to rely upon 


their professional judgment in their decisions. If such guidelines were implemented, how much of a 
threat do you think that they may eventually pose to the auditors’ freedom to adjust their decisions 


according to their professional judgment? 


ordinary bond retirement scenarios with bond 
refundings, and then with the respective in- 
substance defeasance scenarios, to determine 
whether more stringent materiality standards 
were applied to the second component of each 
dyad. 

Concerning Hypothesis H4, and consistent 
with the recommendations of earlier work (see, 
for example, Krogstad et al., 1984; Hamilton & 
Wright, 1982; Abdolmohammadi & Wright, 
1987), this study included only practising 
auditors at the ranks of senior, manager 
and partner. “Experience” was operationally 
defined by three measures, to conform to 
Choo’s (1989, esp. p. 126) prescriptions that 
multiple measures of experience be employed: 
(1) rank; (2) self-reported involvement with 
such debt extinguishment transactions on 
actual engagements (yes/no); and (3) self- 
reported familiarity with relevant accounting 
pronouncements (using two, five-point Likert 
scale questions). The authors interpreted the 
first operational measure as theoretically linked 
with the judgment tasks being studied. Here, 
Davis & Solomon (1989, pp. 159-160) ob- 
served, for example, that “In public accounting 
firms, experience (or longevity) is more likely 
to be associated with judgment-decision at- 
tributes such as justifiability—-defensibility than 
those attributes of expert performance”. In 


accordance with this observation, the concern 
here for bounded rationality suggests the merits 
of focusing on’ experience as measured by 
rank or tenure with the firm rather than on 
expertise. Consistent with Bonner (1990; 
see also Brown & Solomon, 1991), the 
authors interpreted the second two operational 
measures as indicating some degree of task- 
specific knowledge. 

Observations relating to Propositions 1, 3 
and 5 were elicited in the questionnaire portion 
of the test instrument using the Likert scale, 
agree—disagree format questions shown in 
Table 1. The specific questions may, of course, 
have imposed the limitation of an instrumenta- 
tion effect (Cook & Campbell, 1976), an issue 
to be addressed in future research. The authors 
tested Proposition 2 via analyzing the inter- 
action effects of X-X, and examined 
Proposition 4 during the interviews — test 
instrument reactivity by participants having 
been anticipated because of the inconsistency 
between H, and Proposition 4 discussed 
previously (Cook & Campbell, 1976). 

The authors then reviewed the experimental 
case scenarios, related questions, and proposi- 
tions and discussed them with partners from 
each of the Big Eight firms who were different 
from the practitioners participating in pre- 
liminary interviews. Before the distribution of 


724 


the final test instrument as a way of avoiding 
hindsight bias, these new participants were 
asked during semi-structured interviews to 
analyze relevant accounting pronouncements, 
the corresponding case scenarios and the 
consistency and realism of cues, and the 
anticipated results (see, for example, Ross & 
Sicoly, 1982; in accounting, see Brown & 
Solomon, 1987). These participants indicated 
that the case scenarios were representative 
of actual early debt retirement transactions, 
relevant accounting pronouncements, and 
naturally occurring cue combinations. 


Participants and distribution 

The authors distributed 304 test instruments 
to Big Eight partners, managers and seniors 
from 29 offices in six cities. The distribution of 
the test instruments, randomly ordered as to 
cases, was coordinated by a contact partner or 
manager at each of the offices who was 
instructed to circulate as many of the test 
instruments as possible to individuals who had 
been engaged in an audit involving either a 
bond refunding or an in-substance defeasance 
transaction. While random selection proce- 
dures were not used, this distribution method 
appears to have provided an indirect means of 
examining the experience variable in that 
knowledgeable persons were asked to dis- 
tribute material to those members of the firm 
having task-specific knowledge (Bédard, 1989; 
Bonner, 1990; Choo, 1989; and Davis & 
Solomon, 1989). Instruments were returned 
directly to the researchers, who had guaranteed 
participant anonymity. 

The total of 212 usable test instruments that 
came back represents a response rate of 70%. 
Of these, 41.1% were partners, 32.8% were 
managers and 23.1% were seniors; 64.1% 
reported having had experience with either 
bond refundings or in-substance defeasances on 
client engagements, and only 11.3% reported 
little or no familiarity , with the relevant 
pronouncements. The authors compared the 
observations from first- and second-round 
participation requests via ANOVA (Oppenheim, 
1966), and no response bias appeared. 


B. W. CARPENTER and M. W. DIRSMITH 


Data analysis 

An analysis of variance (ANOVA) was used to 
test the hypotheses and interaction effects 
among variables; the results for main effects 
appear in Table 2. The results pertaining to 
Propositions 1, 3 and 5 appear in Table 4. The 
two-way interaction effects among constructs 
appear in Table 3 to permit comparison with 
prior work, while the more comprehensive 
interaction effects relating to Proposition 2 
appear in Table 5 where the effects of size of 
item are held constant. 


RESULTS AND DISCUSSION 


Hypotheses 

The results presented in Tables 2 and 3 show 
support for accepting Hypotheses H,, H2, H3 
and H4, with the support for accepting Hı 
and H4 carrying across each of their three 
operational measures of size and experience, 
respectively. More specifically concerning H, 
and corroborating earlier work, the absolute 
dollar amount of the early debt extinguishment 
transaction (X14, Fig. 1, Tables 2 and 3), the 
size of the transaction relative to total assets 
(X,p), and in particular, the size of the 
transaction relative to net income (Xjc), as 
well as their interaction effects (Table 3), all 
influenced the materiality judgments. Thus, size 
of item, particularly relative to net income, 
remains an important variable in studying audit 
materiality judgments for such nonroutine 
transactions. 

Concerning Hypotheses Hz, the variable that 
indicated the presence of a reversal of a 
downward earnings trend (X2, Fig. 1, Tables 2 
and 3) also proved statistically significant in 
all of the models. Participants considered 
transactions that reversed downward earnings 
trends to be more material than the trans- 
actions that did not, thus corroborating a 
limited volume of earlier work as well as FASB 


recommendations (for example, Concepts 
Statement No. 2, 1980). 
Concerning Hypothesis H3, the results 


portrayed in Table 2 suggest that the nature of 
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TABLE 2. Analysis of variance: main effects* 


Hypothesis Variable 
H, Xia 
Xıs 
Xic 
H2 X2 
H3 X3a 
X3p 
Hy Xaa 
Xas 
Xc 
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Coefficient F-value PR>F 
0.00083220 5.65 0.0176 
3.30805264 5.51 0.0190 
4.90388229 934.11 0.0001 
—7.31522565 70.33 0.0001 
. 0.98987712 0.06 0.3542 
2.11167644 5.12 0.0482 
2.43569360 19.49 0.0001 
3.81681142 17.55 0.0001 
0.88250954 13.17 0.0003 


* This table is provided to permit comparison with prior research. Consistent with the results of Tables 3 and 5, the main 
effect results are difficult to interpret where sign interactions are present. 


Xa: Dollar amount of gain; 
Xi: gain stated as percentage of total assets; 
Xic: gain stated as percentage of net income; 


Xa: whether the gain reversed a three-year downward earnings trend; 


X3,: bond refunding; 
X3x: in-substance defeasance; 


X4a: position: partner, manager, senior (coded 2,1,0, respectively); 
Xan: previous experience with transaction on client engagement; 


X4c: familiarity with the type of transaction. 


TABLE 3. Results of analysis of variance using two-way interactions 


Source Coefficient 
Xia 0.00173704 
Xin 2.96649043 
Xic 435006209 
Xa —15.19586938 
X3a —1.83956482 
Xan —0.12217975 
X1X2 0.00071489 
XipX2 —1.25854924 
XıcX2 0.62925735 
X3aX ia —0.00193404 
XanXia —0.00185178 
XoXo 1.40160778 
X3pX1p 1.54663809 
XarnXic 0.40842557 
XanX1c 0.33063546 
X3aX2 5.01718756 
XapX2 4.28229887 


Abbreviations as for Table 2. 


the early debt extinguishment transaction (X3) 
plays an influential role in the formation of 
audit materiality judgments. More specifically, 
ANOVA results comparing bond refunding and 
in-substance defeasance conditions, (X3,, X3p, 
respectively) revealed that H, results were 


F-Value PR>F 
5.95 0.0148 
1.09 0.2965 

178.95 0.0001 

47.01 0.0001 
0.55 0.4587 
0.00 0.9610 
1.04 0.3068 
0.20 0.6548 
3.86 0.0496 
5.04 0.0248 
4.72 0.0299 
0.16 0.6866 
0.21 0.6506 
1.08 0.2981 
0.71 0.3993 
5.54 0.0187 
4.04 0.0447 


driven primarily by in-substance defeasance 
transactions (F-value = 3.91, p < 0.0482), thus 
suggesting that auditors subject these trans- 
actions to stricter materiality standards than 
ordinary debt extinguishment and bond refund- 
ing transactions. In contrast to the conclusion 
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TABLE 4. Questionnaire results relating to Propositions 


PANEL A: Proposition 1 
Bond refundings are frequently nothing more than an attempt by management to make themselves look good by artificially 
increasing the firm’s net income with a “paper profit”. 





0) (2) (3) (4) (5) (6) (7) 
Strongly Moderately Mildly Neutral Mildly Moderately Strongly 
disagree disagree disagree agree agree agree 
11.8% 26.7% 24.1% 21.0% 13.3% 3.1% 0% 
Overall Mean Median Mode 

values 3.067 3 2 

Means by Partner Manager Senior P-Value 

position 2.953 3.109 3.222 0.2557 
‘Means by Involvement No involvement P-Value 

prior 2.960 3.257 0.1343 

involvement 


Other factors such as debt covenants, conversion features, and falling interest rates are more likely to be the driving forces 
behind a bond refunding than is the possibility of reaping a “paper profit”. 


G) 
Strongly 
disagree 
0% 
Overall 
values 
Means by 
position 
Means by 
prior 
involvement 


(2) 
Moderately 
disagree 
3.6% 
Mean 
5.660 
Partner 
5.753 


Involvement 


5.718 


(3) 
Mildly 
disagree 
2.6% 
Median 
6 
Manager 
5.563 


No involvement 


5.557 


(4) 
Neutral 


4.6% 
Mode 
6 
Senior 
5,622 
P-Value 
0.3593 


5) (6) (7) 
Mildly Moderately Strongly 
agree agree agree 
20.1% 51.1% 17.5% 

P-Nalue 
0.4397 


In-substance defeasances are frequently nothing more than an attempt by management to make themselves look good by 


artificially increasing the firm’s net income with a “paper profit”. 


a) 
Strongly 
disagree 
11.9% 
Overall 
values 
Means by 
position 
Means by 
prior 
involvement 


(2) 
Moderately 
disagree 
28.4% 
Mean 
3.139 
Partner 
2.976 
Involvement 
2.927 


(3) 
Mildly 
disagree 
21.1% 
Median 
3 
Manager 
0.3266 


No involvement 


3.514 


(4) 
Neutral 


17.5% 
Mode 
2 
Senior 
3.267 
P-Value 
0.0065 


(5) (6) (7) 
Mildly Moderately Strongly 
agree agree agree 
15.5% 5.2% 0.5% 

P-Value 
0.2208 


PANEL B: Proposition 3 
In-substance defeasances are nothing more than a method of overcoming a shortcoming of historical cost accounting, that 
is, the valuation of debt at its original rather than current value. 


(1) (2) . G) (4) (5) (6) (7) 
Strongly Moderately Mildly Neutral Mildly Moderately Strongly 
12.9% 21.6% 16.5% 19.1% 17.0% 9.3% 3.6% 
Overall Mean Median Mode 

values 3.479 3 2 

Means by Partner Manager Senior P-Value 

position 3.294 3.594 3.667 0.1912 

Means by Involvement No involvement P-Value 

prior 3.331 3.743 0.0883 

involvement 


continued 
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PANEL C: Proposition 5 
The possible role of structured guidelines for materiality decisions has been a matter of great debate. Some people see the 
implementation of guidelines as possibly impeding the audit's ability to rely upon their professional judgment in their 
decisions. If such guidelines were implemented, how much of a threat do you think that they may eventually pose to the 
auditors’ freedom to adjust their decisions according to their professional judgment? 


(1) (2) G) (4) (5) (6) (7) 
Absolutely no A very A minor A moderate A major A very major A grave 
threat minor threat threat threat threat threat 
0% 7.9% 20.4% 28.8% 28.3% 11.5% 3.1% 
Overall Mean Median Mode 

values 4.246 4 4 

Means by Partner Manager Senior P-Value 

position 4,217 4444 4.022 0.5696 

Means by Involvement No involvement P-Value 

prior 4.240 4.257. 0.9235 

involvement 


TABLE 5. Analysis of variance: interaction effects when including position as a variable and sorting by gain as percentage of 
net income 


Gain as a percentage of net income 


Coefficient Coefficient Coefficient 

Variables 3% 3% 6% 6% 12% 12% 
Dollar amount, Xj, 0.00084840 0.7950 0.00291416 0.0792* 0.00161113 0.0173°** 
Gain, % assets, Xip 2.88491350 0.8313 6.96302391 0.3014 1.52581329 0.5711 
Trend reversal, X2 —13.99890460 0.0006** —1.01491270 0.8107 —12.42181341 0.0002** 
Bond refunding, X34 —6.73495923 0.1450 2.38753001 0.6121 2.94107765 0.4272 
Defeasance, X35 —4,56147988 0.3285 0.77091795 0.8725 3,50233504 0.3471 
Partner 3.53988289 0.0723° 5.61367626 0.0066** 6.32648650 0.0001** 
Manager 2.23178172 0.2842 3.82660233 0.0790* 6.54792849 0.0001** 
XaXX2 0.00057442 0.8582 —0.00048155 0.7788 0.00087062 0.1832 
XiaXXaa 0.00080651 0.8387 —0.00101234 0.6281 —0.00213048 0.0081** 
XiaXXan 0.0028493 0.4704 ~0.00175821 0.3985 —0.00231893 0.0037** 
XıBXX2 4.27625659 0.7427 —10.36426505 0.1265 1.20815433 0.6480 
XıBXX3a 12.95017570 0.4196 1.99404632 0.8092 1.31950155 0.6863 
XıBXX3g 6.97392213 0.6639 10.65442489 0.2014 1.01426262 0.7519 
X2XX31 5.40029775 0.1488 0.43942439 0.9104 5.83502913 0.0568* 
X2XX3g 4.18767900 0.2657 —3.31415941 0.3963 9.10915186 0.0026** 


* Statistically significant at 0.10; 
** Statistically significant at 0.05. 
Abbreviations as for Table 2. 


of Chewning et al. (1989) from their non- 
experimental study, these results conform 
nicely with traditional guidance suggesting 
that discretionary, nonroutine transactions be 
scrutinized more carefully (see, for example, 
FASB, 1975a, b; and CAR, 1978), especially when 
management intent may be at issue in terms of 
the accounting treatment versus economic 
substance of the transaction (see, for example, 
Herzberg, 1982a, b; Weil, 1982; Subcommittee 


on Oversight and Investigations, 1985; Miller & 
Redding, 1988; SFAS 76 minority opinion, FASB, 
1988). Corroborating and extending the 
Krogstad et al. (1984) findings, these results 
suggest that future research concerned with 
examining the audit materiality judgment 
process should examine client contextual 
factors. 

Concerning Hypothesis H4, early debt extin- 
guishment transactions were judged to be 
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significantly more material by higher ranking 
audit practitioners (X4,, Table 2), by those 
practitioners with prior client experience 
involving such transactions (X4,), and by those 
practitioners who reported a knowledge of the 
relevant financial accounting standards (X4c). 
Thus, it appears that experienced individuals, 
or individuals with task-specific knowledge, 
appear to subject audit materiality judgments 
relating to discretionary, nonroutine trans- 
actions to closer scrutiny (that is to say, lower 
materiality thresholds) consistent with extant 
accounting and auditing guidance (for example, 
Statement of Financial Accounting Concepts 
No. 2, FASB, 1980). 

These results, meanwhile, contrast with 
previous studies which found that more 
experienced individuals exhibited higher 
materiality thresholds relating to inventory 
writedowns (Messier, 1983) and land write- 
downs (Abdolmohammadi & Wright, 1987), 
both of which may be considered relatively 
simple accounting adjustments that, if written 
down, would have yielded more conservative 
financial statements. This study focused on 
judgments involving the early retirement and 
removal of old debt from the balance sheet, a 
transaction — at least for bond refundings 
and especially in-substance defeasances—in 
which management intent has specifically been 
questioned by such parties as FASB minority 
opinion members, the financial press and the 
Congress. These results suggest the importance 
the respondents attached to the character of 
the transaction when examining the relation- 
ship between materiality judgments and 
experience. They also suggest that experience 
plays a more influential role in ill-structured 
judgment tasks. It appears that materiality 
judgments rooted in and arising from conten- 
tious financial reporting problems are an im- 
portant area deserving of future research 
scrutiny. As an analysis of the Proposition 2 
results will show, however, even these simple, 
main-effect results tend to underrepresent 
the influential role of experience in forming 
materiality judgments. 
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Propositions 

Concerning Proposition 1, participants 
viewed bond refundings and in-substance 
defeasances as multidimensional and not solely 
involving an intent to manipulate earnings. As 
Table 4 shows, only 16.4% and 21.2% (Panel 
A) of the participants agreed with the statement 
that management entered bond refunding and 
in-substance defeasance transactions intending 
to manipulate earnings. Similarly, for the item 
reversal question, the participants tended to 
emphasize the more favorable motives of these 
transactions — for example, not violating loan 
covenants or debt covenant features — with 
only 6.2% (Panel A) indicating that such factors 
played less than a neutral role. (In these results, 


_ experience appeared to play an influential 


role only in moderating the in-substance 
defeasances results (p = 0.0065), where 
the more experienced individuals tended to 
discount the negative motivations more 
heavily.) Thus, in contrast the Commission 
on Auditors’ Responsibilities (1978) recom- 
mendations, the Dingell Committee (Subcom- 
mittee on Oversight and Investigation, 1985) 
concerns, and the popular press (for example, 
Herzberg, 1982a, b), and in some contrast to H4 
results, the auditors showed little skepticism 
about management intent in judging the 
adequacy of financial statement disclosure, 
but instead saw these decisions as multi- 
faceted. Consequently, the results relating to 
Hypothesis H3, may emanate more from 
the discretionary, nonroutine nature of bond 
refundings and in-substance defeasances than 
from any assumptions about management 
intent. 

Results pertaining to Proposition 2 appear in 
Table 5 and generally suggest an incremental 
audit materiality judgment process. Consistent 
with the relevant official guidance that 
qualitative, contextual information augments 
quantitative information (for example, FASB, 
1988, para. 123) and a preponderance of 
evidence suggesting the importance of size 
of item relative to net income, the authors 
organized their analysis by performing a 
separate analysis of variance for each of these 
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variables at three levels of 3, 6 and 12%. As 
portrayed in Table 5, at 3% of net income, 
earnings trend reversal is the only significantly 
correlated variable (besides percent of net 
income, which is held constant). Here, a 
reversal was associated with a 14-point increase 
in perceived materiality. Partners differed from 
seniors in that their materiality judgments 
averaged 3.54 points greater than seniors. 
Managers averaged 2.23 points greater than 
seniors. 

In contrast, at 6% of net income, earnings 
trend reversal is no longer significant; however, 
absolute dollar size becomes more significant. 
Also, the judgment of both partners and 
managers has grown significantly different from 
those of seniors. The partners’ judgments are 
5.61 points greater than those of the seniors, 
while the managers’ judgments are 3.83 points 
greater. 

Finally, at 12% of net income, several 
constructs correlate significantly with the 
materiality judgment: (a) the dollar amount of 
the transaction; (b) earnings trend reversal; (c) 
experience of the auditor; (d) the interaction 
between bond refunding and absolute dollar 
amount of the transaction; (e) the interaction 
between in-substance defeasance and absolute 
dollar amount of the transaction; (f) the 
interaction between bond refunding and 
reversal of trend; and (g) the interaction 
between in-substance defeasance and reversal 
of trend. The judgments of partners and 
managers also become even more similar here, 
with the partners’ materiality judgments 6.33 
points greater than those of the seniors, and 
the managers’ judgments 6.55 points greater. 


Reversal of trend is also associated with 


increased perceived materiality by 12.42 
points. 

These results suggest that different informa- 
tion becomes involved in forming judgments at 
different levels of size — that relative size de 
facto appears to act as a screening cue, or 
threshold, that influences the use of other forms 
of information and for which experience plays a 
heightened role — which is to say that auditors 
use qualitative, contextual information to 
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augment quantitative assessments in an incre- 
mental fashion. For smaller transactions (3% of 
net income), audit judgment formation is 
relatively straightforward and focuses on the 
traditional concept of earnings trend reversal, 
although there is some suggestion of a not-yet- 
significant experience confound. For the next 
level of size (6% of net income), absolute 
dollar size of transaction is incorporated in 
the judgment and experience plays a more 
influential role; and particularly at the next 
level of size (12% of net income), the judgment 
process appears to become much more 
complex, with more cues (including nature of 
transaction), as well as their interaction effects, 
gaining importance. Here, an incremental 
“layering effect” is in evidence as auditors add 
more information to the decision process to 
cope with the increased ambiguity and visibility 
of the transaction and seek to assess what 
constitutes satisfactory disclosure. (One 
partner observed in a debriefing interview that 
this incremental layering interpretation exactly 
described the approach he had employed in 
“getting his arms around” a defeasance trans- 
action that spanned not minutes or days or even 
weeks, but nine months and involved extensive 
interactions among this partner, the concurring 
partner, the engagement manager and senior, 
the practice office’s audit division head, and the 
national director of accounting and auditing). 
Appropriately enough, Ashton (1982; see 
also Libby, 1981; Krogstad et al., 1984) asserted 
that the interaction effects among variables 
contribute very little to an explanation of the 
models created to replicate human decision 
making. The results of this study concur 
with this observation. As Tables 3 and 5 
show, several different models were created 
during the data analysis stage of this study. 
The interaction among variables remained 
consistently small, never accounting for more 
than 5% ofa model’s explanatory power. But, in 
terms of understanding human information 
processing, the amount of variation explained 
by individual variables may be less important 
than whether the variables correlate signifi- 
cantly with the dependent variable. Consistent 
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with Brown & Solomon’s (1991) position that 
the form and nature of a patterned use of 
information by those having domain-specific 
experience should be subjected to research 
scrutiny, the interactions revealed an incre- 
mental judgment process wherein qualitative, 
contextual information augmented quantitative 
incremental information as the transaction 
increased in size, that would have been 
left undetected if interactions had not been 
included in the analysis. The results relating to 
Proposition 2 thus suggest that the value of 
interactions largely depends on the intended 
use of the data. In terms of creating a model that 
replicates human decisions, the interactions do 
not add greatly to the accuracy of such a 
model. But in terms of understanding auditor 
judgments, or developing a theory of auditing 
(Johnson et al, 1989), the analysis of the 
interaction among variables appears to be quite 
relevant. 

Concerning Proposition 3, the results shown 
in Table 4, Panel B reveal that the practitioners 
who believed that in-substance defeasances 
represented a response to the inability of 
historical cost financial statements to reflect 
changing financial conditions exhibited stricter 
standards of materiality than those who did not 
(T = —2.65, p < 0.008). 

Information pertaining to Proposition 4 came 
from partners representing all of the Big Eight 
firms during the semi-structured interviews. 
These partners expressed strong agreement 
that while the nature of the transaction and 
earnings trend may impinge on materiality 
judgments in an experimental setting, for actual 
client disclosure decisions, the criterion they 
predominantly looked at was the size of item 
relative to net income. While they saw the 
conceptual relevance of such factors as the 
nature of a transaction to audit materiality 
judgments, they strongly believed that the size 
of item relative to net income was fully 
satisfactory and, by implication, was justifiable 
or defensible to both a client and external 
parties, whether or not the two had competing 
interests in the financial disclosure process. 
Thus, the self-reported actions taken by 
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auditors on actual engagements appear to 
reveal less complexity in the sense that they are 
boundedly rational and tend to emphasize 
only a single judgment criterion than do the 
cognitive judgment processes of which they are 
capable (Argyris, 1977, 1987; March, 1987). 

Concerning Proposition 5, as Panel C of 
Table 4 shows, over 71% of those participating 
in the study reported that the implementation 
of structured materiality guidelines would 
represent at least a moderate threat to their 
professional autonomy, and none of the 212 
participants reported that it represented no 
threat at all (Mintzberg, 1979; Abbott, 1988; 
Freidson, 1986). Those who saw such guide- 
lines as more of a threat also tended to exhibit 
significantly stricter standards of materiality 
as to bond refundings and in-substance 
defeasances (F = 4.22, p < 0.04). 


IMPLICATIONS 


The implications one can draw from this 
theoretical and empirical analysis lie on two 
separate levels. At the first level, attention 
originally focused on examining auditor 
materiality judgments involving the substantive 
area of a complex and highly visible financial 
reporting issue: the early extinguishment of 
debt. With the intent of replicating and extend- 
ing earlier research, the authors produced 
experimental results suggesting that the size of 
the transaction relative to net income tended to 
play a dominant role in auditor materiality 
judgments, a finding consonant with prior 
research (Hypothesis H,). Further, regarding 
the client context vis-a-vis its overall financial 
condition, the study found that the effect of 
the transaction in reversing a negative 
earnings trend significantly influenced auditor 
judgments (H2). Extending earlier work, it also 
found that contextual information relating to 
the nature of transaction — in this case, in- 
substance defeasances — encouraged auditors 
to exhibit stricter materiality standards for such 
transactions (H3). 

Concerning H3, it appears that auditors can 
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incorporate information in accordance with 
recommendations of the FASB like those 
contained in its Concepts Statement No. 2 
(1980). Thus, they can respond appropriately 
to issues raised by the US. House of 
Representatives’ Dingell Committee concern- 
ing the financial disclosure of such discre- 
tionary, nonroutine transactions. In addition, 
consistent with discipline-based research on 
experience, and auditing research into the 
effect of domain specific knowledge on 
judgments, though not in the materiality area 
(for example, Brown & Solomon, 1990, 1991; 
Frederick & Libby, 1986), this study found 
that experienced individuals exhibited stricter 
materiality standards for early debt extinguish- 
ment transactions than less experienced 
individuals (H4). 

Thus, auditors appear to exhibit a contextual 
understanding of client financial reporting 
problem areas, an understanding evidently 
enhanced by experience. These results compel 
one of two implications: either probe more 
deeply into information concerning such 
discretionary, nonroutine transactions so that 
related audit judgment processes can be 
modeled and consequently improved (see, for 
example, Ashton, 1982, 1987; Libby, 1981, 
Hogarth, 1991); or to examine such audit 
judgments further and understand such prob- 
lems as the judgments of less experienced 
individuals, so as to encourage learning in 
auditors (see, for example, Kinney & Uecker, 
1979; Waller & Felix, 1984). Both implications 
would tend to interpret the audit judgment 
process well-structured, and assume an ability 
to evaluate the process vis-à-vis the prescrip- 
tions of rational models of judgment and 
choice, or the recommendations of relevant 
professional pronouncements (Johnson et al., 
1989). 

At the second level, and departing from this 
perspective to interpret the audit judgment 
process as less structured, one draws another 
series of implications. Here, the results pertain- 
ing to Propositions 1 through 5 suggest 
the potential usefulness of viewing auditor 
materiality judgments as boundedly rational, 
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and as cognitive and social—behavioral pheno- 
mena that in part represent adaptations to a 
complex and conflicting financial reporting 
environment. To begin with, auditors generally 
do not attribute the decisions of management 
to enter into complex early debt extinguish- 
ment transactions solely to desires to report 
favorable net incomes (Proposition 1) as the 
Dingell Committee and the popular press have . 
suggested. Instead, they appear to view 
such transactions as products of a series of 
motivations, such as compensating in some 
sense for loan covenant restrictions on existing 
debt (Proposition 1) and limitations that in- 
here in historical cost financial statements 
(Proposition 3). 

Further, rather than evaluate their judgments 
simplistically, or seek some form of optimal 
disclosure encouraged by the more rational 
perspective reflected in the first level of 
implications — and while they are capable 
of incrementally augmenting quantitative 
with qualitative information (Proposition 2) — 
auditors report that, in practice, they seek 
satisfaction according to a single, dominant 
quantitative measure, like size of item relative 
to net income, in making their materiality 
judgments (Proposition 4). Judgments formed 
using such a criterion may indeed achieve some 
semblance of balance among the conflicting 
interests of various parties, and produce results 
justifiable both to external decision makers 
and to auditors themselves in the sense that 
it plays a prominent role in professional 
pronouncements (for example, APBO 30), and 
has even been documented by audit judgment 
research to be the dominant materiality 
judgment criterion. 

But here, within the bounded rationality 
perspective, the questions arise whether 
such decisions reflect a real balance among 
competing interests, or merely defensiveness 
on the part of auditors (Argyris, 1977, 1987; 
Choo, 1989, exp. p. 127). On this point, the 
results of a market study by Hand et al. (1990) 
of in-substance defeasance transactions judged 
to be material and disclosed as extraordinary 
income accompanied by footnotes provide no 


732 


support for the position that these transactions 
represent a response to loan convenant restric- 
tions and some support for the position that 
managers enter into such transactions to 
manipulate earnings. In addition, research per- 
taining to audit failures (St. Pierre & Anderson, 
1984; Palmrose, 1987; CAR, 1978) suggests 
that unsupported reliance on management 
assertions, failure to incorporate contextual 
factors into audit judgments, and misinter- 
pretation of relevant generally accepted 
accounting principles and auditing standards 
(H, and Proposition 2 contrasted with 
Proposition 4) all contribute significantly to 
audit failure.’? It, therefore, appears that an 
emphasis on the size of item relative to net 
income in making satisfactory and justifiable 
materiality judgments to balance competing 
interests may represent something of a defen- 
sive posture on the part of auditors, and that a 
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factors in forming materiality judgments may 
result in substandard audit performance.'* 

Rather than viewing auditors as impersonally 
and objectively detached from the decision 
context — people whose judgments are merely 
technical, though occasionally complex — the 
results pertaining to Proposition 5 suggest 
that the auditors’ own motivations, including 
the desire for autonomy, play a potentially 
important role in shaping their judgments, and 
that those who see structured materiality 
guidance as a threat to their own autonomy 
tend to exercise more audit scrutiny in the 
form of forming stricter materiality judgments. 
Ironically, in failing to practice such standards 
in actual engagements, in an era of such 
Congressional skepticism as found in the 
Dingell hearings, the profession ultimately risks 
that very autonomy. 

The apparent conflict between hypothesis 


failure to incorporate qualitative, contextual and proposition findings suggests the value of 


12 It is relatively easy to imagine a paradoxical situation faced by the auditor. On the one hand, a client has entered into an 
in-substance defeasance transaction that has the impact of reversing an unfavorable earnings trend. The client desires to 
aggregate the gain with other revenue rather than report it as an extraordinary gain net of income taxes and footnote the 
transaction for the length of the debt. SFAS 76 specificially notes that this is permissible if immaterial. APBO 30 indicates 
that quantitative measures, such as the size of transaction, are useful here and indeed this position is supported by empirical 
research. How can the auditor justify a judgment that this transaction is material? Relevant literature suggests but does not 
require the use of contextual factors in forming the judgment. On the other hand, litigation research indicates that auditor 
reliance on unsupported management representations, a failure to understand the client’s context, and misinterpretation of 
GAAP and GAAS are all influential in the determination of audit failure. H, results reveal that auditors understand the 
financial reporting question in a manner that is consistent with extant professional recommendations, while P4 results 
indicate that they resolve this issue with reference to quantitative guidelines. One logical policy implication is to require 
the inclusion of contextual factors in forming judgments thereby providing auditors with a more justifiable base with which 
to negotiate appropriate disclosures with management. Here, joining prior research that has suggested the political nature 
of the financial accounting standards formulation from a number of divergent perspectives (see, for example, Hussein & 
Ketz, 1980; Merino & Neimark, 1982; Watts & Zimmerman, 1978), this implication recognizes an externally directed 
component of the financial accounting standards that would better enable auditors to advocate more effectively a selected 
disclosure position. The bounded rationality perspective thus appears to incorporate more effectively the social— 
behavioral aspects of auditor materiality judgment decisions. 


13 Ironically, as pointed out by a partner participating in the study during a debriefing interview, reporting entities and their 
auditors may also attempt to use qualitative, contextual factors to advocate looser materiality standards. Here, according to 
1983 correspondence between BankAmerica Corp. and the SEC that this partner referred us to (available under the 
Freedom of Information Act), BankAmerica had argued that a $30.8 million gain resulting from a $137 million exchange of 
debentures for preferred stock should be includable as part of operating income rather than as extraordinary income. In an 
inventive interpretation of GAAP supported by its auditor, its rationale was that the transaction was not material because its 
inclusion did zot reverse a downward earnings trend (recall that FASB Concepts Statement No. 2 recommends that stricter 
materiality standards be applied to nonroutine transactions that reverse a downward earnings trend and not the opposite). 
After continued and lengthy correspondence, the SEC Chief Accountant, Clarence Sampson, disallowed the inclusion of the 
gain in ordinary income because it was greater than 5% of net income — the dominant cue found in virtually all auditor 
judgment research. 
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viewing auditors as “multiple selves” in 
which judgment formation involves a process 
of conflict resolution, wherein the conflict 
exists both outside, as a social—behavioral 
phenomenon, and within the auditors as a 
cognitive phenomenon (Elster, 1986). It may 
also suggest that relevant accounting and 
auditing pronouncements calling for the use of 
more information by auditors in judging the 
fairness of financial statements’ (for example, 
Concepts Statement No. 2, H2, H3 findings) than 
they apparently use in practice (for example, 
the Proposition 4 findings) may imply that not 
only does the quantitative information (size of 
item relative to net income, H,) play a symbolic 
role for the individual auditor in balancing 
competing interests (Proposition 4), but so too 
does the act of calling for more information by 
the profession. On this point, Feldman and 
March concluded that 


The gathering of [here, promulgations concerning] 
information provides a ritualistic assurance that appro- 
priate attitudes about decision making exist. Within 
such a scenario of performance, information is not 
simply a basis for action. It is-a representation of 
competence and a reaffirmation of social virtue. 
Command of information and information sources 
enhances perceived competence and inspires confi- 
dence. The belief that more information characterizes 
better decisions engenders a belief that having informa- 
tion, in itself, is good and that a person or organization 
{or profession] with more information is better than a 
person or organization [or profession] with less ... 


By this analysis, information use is more likely to be a 
valid signal when performance criteria are obscure than 
when they are clear. Indeed, when the intrinsic quality 
of decisions is exceptionally difficult to assess, the. 
signaling process itself affects this quality (1981, 
pp. 177-179). 


Feldman and March did not infer here a stable 
separation between the role of information in 
supporting rationality versus its symbolic role, 
but rather that organizations (like the account- 
ing profession) change in ways that weave 
together their rational and symbolic roles such 
that what is now symbolic might become 
rational. Thus, although the literature support- 
ing the use of qualitative, contextual information 
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may now be symbolic, in time this informa- 
tion may actually be incorporated in forming 
materiality judgments. 

However, although observers often assert 
that the views of decision making offered 
from cognitive, judgment-oriented perspectives 
and the bounded rationality perspectives are 
reconcilable (see, for example, Simon, 1986; 
Tversky & Kahneman, 1986; Hilton, 1980; 
Ashton, 1987; Argyris, 1987, 1988), it may well 
be that such a reconciliation would under- 
represent the insights each offers, as may 
be implied by reference to two quotations 
concerning the role of information in learning 
versus its role as a symbol. First, Tversky & 
Kahneman (1986) observed that 


Effective. learning takes place only under certain 
conditions: it requires accurate and immediate feedback 
about the relation between the situational conditions 
and the appropriate response. The necessary feedback is 
often lacking for the decisions faced by managers, 
entrepreneurs, and politicians because (i) outcomes are 
commonly delayed and not easily attributable to a 
particular action; (ii) variability in the environment 
degrades the reliability of the feedback, especially 
where outcomes of low probability are involved; (iii) 
there is often no information about what the outcome 
would have been if another decision had been taken; 
and (iv) most important decisions are ungiue and 
therefore provide little opportunity for learning. The 
conditions for organizational learning are hardly better 
(pp. 8274-8275). 


Enunciating a position contrasting with and yet 
extending Tversky and Kahneman’s position, 
Feldman & March (1981) observed that 


The kinds of [symbolic] information behavior noted 
here should be more common in situations in which 
decision criteria are ambiguous than in decisions 
in which they are clear, more common where per- 
formance measures are vague than where they are 
precise, more common where decision quality requires 
a long period to establish than where there is quick 
feedback, more common where the success of a 
decision depends on other decisions that cannot be 
predicted or controlled than where a decision can be 
evaluated autonomously, more common where other 
legitimating myths are not important than where they 
are, more common in institutions and occasions closely 
linked to rational ideologies than are those that are 
distant from such ideologies (p. 183). 
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At issue in both the Tversky and Kahneman 
and Feldman and March positions is the applic- 
ability of both roles to auditing. That is, some 
aspects of audit decision making are certain and 
some are as ambiguous; sometimes there is 
immediate response and sometimes none; some- 
times decisions are autonomous and sometimes 
they are intricately linked with other decisions 

„occurring within the audit, within the client’s 
business and within the investing public. Thus, 
the authors resist the idea of a champion 
perspective, either cognitive or bounded ration- 
ality. Rather, they suggest that analysts apply a 
plurality of perspectives, wherein they rely on 
an interplay or dialectic tension among diver- 
gent theoretical perspectives (Poole & Van de 
Ven, 1989) to adduce various facets of the forces 
that shape audit judgment formation processes 
(see, for example, Bell et al., 1988; Churchman, 
1971; March, 1988; Hogarth, 1991; Burrell & 
Morgan, 1979). 
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Given a paucity of research applying the 
complete bounded rationality perspective, 
it appears that those who would augment 
cognitive research with it would offer the 
promise of opening the analyses applied to 
auditor judgment processes and to recognize 
both that auditors are limited in their informa- 
tion processing capacities (that is that audit 
judgment formation is a cognitive pheno- 
menon), and that conflicting interests 
(Propositions 1 and 4), limitations inhering 
in information and communication processes 
(Proposition 3), the indeterminacy of the 
problem to be confronted, and an auditor’s 
own motivations (Proposition 5), all tend 
to influence judgments. Such analysts would 
set as their goal understanding the forces, 
that include social—behavioural dynamics as 
well as cognitive considerations, influencing 
decision processes rather than merely modeling 
them. 
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Abstract 


The design of a firm’s management control system and its relationship with firm performance are important 
issues faced by today’s managers. This paper hypothesizes that the relationship between firm performance 
and control (postauditing) of capital investments is dependent on the following firm related variables: 
asymmetric information, capital intensity, level of capital expenditures, and insider ownership. Among the 
arguments advanced and empirically confirmed are that (1) firm performance is a function of the appropriate 
match between postaudit sophistication and these firm related variables, and (2) the performance of firms 
whose postauditing procedures are “not sophisticated enough” is generally lower than that of firms whose 


postauditing procedures are “too sophisticated”. 


The normative argument linking the use of 
sophisticated capital budgeting (SCB) selection 
techniques (i.e. the use of risk-adjusted, 
discounted cash flow analysis) to increased 
firm performance is well established (e.g. 
Rubenstein, 1973; Fama, 1977; Myers & 
Turnbull, 1977). The fact that large firms use 
these SCB techniques in selecting capital assets 
is equally well established (e.g. Klammer, 1972; 
Schall et al, 1978; Rosenblatt & Jucker, 
1979; Scapens & Sale, 1981, 1985). However, 
empirical studies attempting to show a relation- 
ship between the use of SCB selection 
techniques and firm performance have pro- 
duced mixed findings (e.g. Christy, 1966; Haka 
et al., 1985; Kim, 1982; Klammer, 1973; Pike, 
1984, 1988). Nevertheless, evidence does exist 
that these techniques are beneficial in highly 


certain environments (e.g. Schall & Sundem, 
1980), under highly decentralized conditions 
(e.g, Haka, 1987), at lower or middle levels of 
management (e.g. Gordon, 1989), and under 
conditions of severe economic stress (e.g. Haka 
et al., 1985). Hence, the relationship between 
investment selection sophistication and per- 
formance seems to be dependent on several 
factors. 

In contrast to the extensive literature on the 
selection phase, relatively little has been written 
about the postaudit (control) phase of capital 
budgeting (i.e. postauditing procedures related 
to capital expenditures). From what has been 
written, however, there seems to be a consensus 
that postauditing should be a part of the capital 
budgeting process (e.g. Emmanuel & Otley, 
1985; Gordon & Pinches, 1984; King, 1975). As 


* The authors would like to thank H. Bao, J. Boschen, M. LeClere, K. Leung, M. Myers, S. Park, G. Pinches, L. Pulley, A. 
Schick, K. Silvester, J. Strong and two anonymous reviewers for their comments on earlier drafts of this paper. Support 
from both the University of Maryland and the College of William and Mary is acknowledged. 
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Gordon & Pinches (1984, p. 85) note, “...once 
projects are chosen, the control phase needs to 
be set in motion”. Further, empirical evidence 
suggests that a large percentage of firms 
(especially U.S. firms) do conduct some sort of 
postauditing (Corr, 1983; Gordon & Myers, 
1991; Scapens & Sale, 1981, 1985). Myers et al. 
(1991) find that, among those firms using SCB 
techniques for the selection of capital projects, 
the initiation of sophisticated postauditing 
procedures has a positive and significant effect 
on firm performance (defined by a change in 
Tobin’s q). Anecdotal evidence supporting 
the positive effect of postauditing on firm 
performance also exists (e.g. Gulliver, 1987). 
However, Howell et al. (1987) and Gordon & 
Myers (1991) show that many firms do a limited 
amount of postauditing and/or handle postaudits 
in a rather naive fashion. Hence, the level of 
sophistication of the postauditing system is an 
important issue. In addition, it would appear that 
the economic benefits from a particular set of 
postauditing procedures exceed the costs in 
some cases, but not in others (Chu & 
Hertenstein, 1986). For example, Chenhall 
& Morris (1989) find that, for firms operating 
in a relatively certain environment, the post- 
auditing of capital expenditures and the per- 
formance of senior managers (measured using 
a self-rating instrument) are significantly 
correlated. 

The purpose of the study reported in this 
paper is to empirically examine the relation- 
ship between the level of postauditing sophisti- 
cation and firm performance. Hence, this study 
can be viewed as extending earlier work (e.g. 
Myers et al., 1991) relating firm performance 
to a postauditing system. As in Myers et al. 
(1991), this study only examines firms which 
use sophisticated methods of investment selec- 
tion, since the two processes are not indepen- 
dent (Scapens & Sale, 1985). It will be argued 
that one critical factor affecting the relationship 
between firm performance and the level of 
postauditing sophistication is the degree 
of asymmetric information between central 
management and lower level managers. Other 
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important variables considered in this study 
include capital intensity, the level of capital 
expenditures, and insider ownership. 

Two key findings emerge from the work 
presented herein. First, firm performance is 
found to be statistically associated with an 
appropriate match between the level of post- 
auditing sophistication and the firm related 
variables noted above. Second, the performance 
of firms for which the postauditing system is 
“not sophisticated enough” is generally lower 
than that of firms for which the system is “too 
sophisticated”. 

The remainder of this paper will proceed as 
follows. The conceptual arguments underlying 
the study are discussed in the next section of 
the paper. The third section of the paper 
discusses an empirical study designed to test 
these arguments. The results of the empirical 
study are discussed in the fourth section of 
the paper. The fifth and concluding section 
of the paper comments on the implications of 
the study results and directions for future 
research. 


CONCEPTUAL DISCUSSION 


It seems reasonable to assume that, among 
firms choosing to have a postaudit system, the 
appropriate level of sophistication of the system 
will be determined by comparing the net 
benefits of different types of systems. One 
critical factor hypothesized to be related to the 
sophistication of postauditing (SPA) relates to 
asymmetric information (AI). That is, lower 
level managers in most organizations, who are 
often responsible for approving all but the 
largest capital expenditures, have access to 
information not readily available to central 
management (i.e. senior managers). Given 
divergence of preferences, this asymmetry 
creates an environment which allows opport- 
unistic behavior on the part of lower level 
managers. Sophisticated postauditing, which 
reduces the AI between central and lower level 
management, can provide at least a partial 
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solution to the agency related problems arising 
from AIL! 

There are at least three reasons why 
sophisticated postauditing can help alleviate the 
agency problems arising from AI. First, through 
sophisticated postauditing, central management 
can observe outcomes in a fashion more 
comparable to those observed by lower level 
managers. Hence, as noted by Gordon et al. 
(1990), sophisticated postauditing can directly 
reduce the AI associated with central manage- 
ment’s limited ability to observe the outcomes 
of capital investments. Second, lower level 
managers who know that sophisticated post- 
auditing information is available to central 
management will be more likely, ceteris paribus, 
to exert a higher level of effort as compared to 
those managers whose work is not postaudited 
(Baron & Besanko, 1984).* Hence, sophisticated 
postauditing can indirectly mitigate the agency 
problem associated with central management’s 
inability to observe the effort level of lower level 
managers (ie. the moral hazard problem). 
Third, sophisticated postauditing can provide 
information to central management regarding 
the actual states of nature surrounding the 
capital investment decision. As a result, as 
noted by Antle & Eppen (1985), sophisticated 
postauditing can indirectly mitigate the problem 
associated with ex ante private information of 
lower level managers (i.e. the adverse selection 
problem). While the above describes the 
potential benefits of sophisticated postauditing, 
there is an important caveat to consider: 
sophisticated postauditing is not without cost. 
Hence, while some firms may find a highly 
sophisticated postaudit system to be most 
cost beneficial, others may find that a less 
sophisticated system is more appropriate to 
their needs. 

In order to consider SPA more carefully, we 
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will begin by more explicitly describing the 
relationship between AI and the benefits (B) and 
costs (C) of postauditing. Let us define three 
levels of sophistication: low sophistication 
(LS), medium sophistication (MS), and high 
sophistication (HS). Even at low levels of AI, the 
benefits of postauditing may be quite substantial, 
due to the fact that a postaudit system provides 
valuable information about outcomes. In addi- 
tion, for all levels of sophistication, the benefits 
of postauditing increase with AI, since post- 
auditing helps mitigate AI related problems. 
Further, since central management becomes 
more and more dependent on lower level 
management as AI increases, the marginal 
benefits of postauditing at all levels are believed 
to be positive and at least constant, if not 
increasing. More specifically, 


5B ô?B 
am > OF 
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Finally, the marginal benefits of a more sophisti- 
cated system are expected to be greater than the 
marginal benefits of a less sophisticated system, or 


Bus SBus 
Å > 
AI dAl 





2 0. 





That is, as AI increases, firms receive greater 
benefits from more sophisticated systems. 
Hence, for a given level of AI, Bus>Bms>Brs is 
assumed to always hold. 

The costs of postauditing (C) can also be 
significant. Many firms do not collect informa- 
tion in a form which facilitates postauditing, and 
hence, must adapt their information systems to 
gather and process such information (Gordon 
& Pinches, 1984). Therefore, part of the cost of 
postauditing is fixed. In addition, as AI increases, 
the difficulty associated with collecting valid 
information also increases. However, it is 


' This postauditing could be performed by central management, by an independent department, by consultants, or possibly 
by the lower level managers themselves, as long as the information is available to central management. While lower level 
managers may have internal practices with respect to postauditing, this study is only concerned with postauditing systems 


which provide information to central management. 


? Baron & Besanko (1984) assume that an optimal incentive plan is not currently in place. 
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believed that the marginal cost of postauditing 
(resulting from an increase in AI) should decline 
once the proper procedures are in place. 
Therefore, it is expected that, for all levels of 
sophistication, costs rise with increases in AI, 
but at a decreasing rate. More specifically, 


öc &C 
dAl 
In addition, the marginal costs from a highly 
sophisticated system are expected to be greater 


than the marginal costs of a system with low 
sophistication. That is, 


Cus - Cms 
SAI ŠALI 


ôCis 
> = > 0. 
AI 


Also, given that more sophisticated systems 
should be associated with greater fixed costs, it 
is expected that for a given level of AI, 


Costs and Benefits 
of Postauditing 


Bus 
Cus 


eR 


Asymmetric Information 
Fig. 1. The effects of asymmetric information on the costs 
and benefits of postauditing. Bus, Benefits of high 
sophistication; Bus, benefits of medium sophistication; Brs, 
benefits of low sophistication; Cys, costs of high 
sophistication; Cys, costs of medium sophistication; Cis, 
costs of low sophistication. 
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Cys>Cms>Crs. These benefit and cost relation- 
ships are illustrated graphically in Fig. 1. Note 
that the benefits of postauditing are depicted 
linearly. While it is likely that the marginal 
benefits are increasing (as noted earlier), they 
are conservatively represented as linear. 

Since central management should choose 
(either explicitly or implicitly) the level of 
postauditing sophistication that yields the 
greatest net benefits for the firm, a hypothesis 
about the relationship between AI and SPA 
should be be based on this concept of net 
benefits. Figure 2 illustrates the relationship 
between AI and the net benefits of SPA derived 
from the relationships in Fig. 1.> As Al increases, 
the level of SPA corresponding to the maximum 
net benefits is hypothesized to first decrease, 
but then increase as AI becomes large. There- 
fore, at lower and higher levels of AI, more 
highly sophisticated postauditing is expected to 
be most cost beneficial, while at intermediate 
levels of AI, less sophisticated postauditing is 
expected to be most cost beneficial. That is, the 
relationship between AI and SPA is expected to 
be that of an upward parabola or U-shape as 
shown in Fig. 2. The intuition underlying this 
relationship is that costly sophisticated post- 
auditing may only be cost beneficial at low levels 
of AI (where the costs are relatively low) and 
at high levels of AI (where the benefits are 
relatively high). 

Of course, other factors may affect the 
need for sophistication in postauditing. Most 
obviously, the need to consider the capital 
intensity (CI) of a firm in empirical research 
related to capital expenditures is well docu- 
mented (e.g. Klammer, 1972, 1973; Larcker, 
1983; Pike, 1984, 1986). Hence, given the 
research focus of this paper, it seems reasonable 
to expect SPA to be dependent on the capital 
intensity of a firm. More specifically, as a firm 
becomes more dependent on capital (relative 
to other factors of production), it has sub- 
stantially more to gain (lose) from good (poor) 


3 The scale of Fig. 2 is reduced in order to clarify the graphical detail. 
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Net Benefits 
of Postauditing 





Asymmetric Information 


Fig. 2. The effects of asymmetric information on the net 
benefits of postauditing. NBys, Net benefits of high 
sophistication; NBms, net benefits of medium sophistication; 
NB,s, net benefits of low sophistication. 


controls over capital projects. Therefore, as 
capital intensity increases, the sophistication of 
postauditing procedures is also hypothesized to 
increase, 

In addition to capital intensity, which is a 
relative concept, it is also believed that the 
absolute level of capital expenditures (CE) will 
be associated with SPA. Since a portion of the 
cost of a postaudit system is fixed, the net 
benefits to be gained from postauditing are also 
dependent on the magnitude of the expenditures 
which may be affected by such postauditing. 
Hence, as the level of capital expenditures 
increases, the sophistication of postauditing is 
also expected to increase. 
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While asymmetric information between 
lower level managers and central management 
provides the opportunity for agency conflicts 
and, therefore, the need for SPA, the issue of 
central management incentives is also expected 
to be associated with the sophistication of 
postauditing systems.* Managers whose prefer- 
ences are closely aligned with those of share- 
holders will be likely to support the postaudit 
procedures most beneficial for the firm. In order 
to help align the preferences of managers with 
those of shareholders, many firms encourage 
senior managers to hold significant ownership 
in the firm (i.e. they encourage insider owner- 
ship (IO )). The basic argument is that managers 
pay a higher proportion of the costs arising from 
agency conflicts as insider ownership increases, 
and, hence, will be less likely to take actions 
which reduce shareholder wealth (Jensen & 
Meckling, 1976). However, high levels of 
ownership are not a guarantee of convergence 
of interests. Morck et al. (1988) point out that, 
at higher levels of ownership managers become 
entrenched (i.e. they have enough power to 
guarantee their positions) and may tend toward 
non-value-maximizing behavior. In addition, 
Shleifer & Vishny (1989) argue that managers 
further entrench themselves by investing in 
assets which have a higher value under 
their management than under alternative 
management. Further, these managers may 
divest the firm of investments which are not 
consistent with their skills and interests. In a 
similar vein, many have argued that high 
ownership stakes cause management to become 
excessively risk averse and avoid higher risk 
Chigher return) investments (e.g. see Lambert 
& Larcker, 1985). Hence, management with 


4 A divergence of preferences between central and lower level management is assumed, otherwise the existence of AI is 
moot in that there is no motivation for agency conflict. At the next level up, central management incentives affect the 
extent to which central management interests diverge from those of shareholders. Central management interests could 
diverge from those of shareholders in that (1) central management could become more aligned with the interests of lower 
level management, or (2) central management interests could be independent of the interests of both shareholders and 
lower level managers. Rather than attempt to measure where the interests of central management actually lie, we elected 
to proxy the relationship between the interests of central management and those of shareholders. 


> There are, of course, other types of incentives that can align the interests of shareholders and managers, e.g. long-term 
incentive plans such as performance units (Larcker, 1983). The firms included in the empirical study discussed in the 
next section do not vary much with respect to the existence of long-term and short-term compensation incentive plans. 
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extreme values of ownership (i.e. low or high) 
are viewed as maximizing shareholder wealth 
to a lesser extent than their peers with medium 
levels of ownership. Accordingly, central 
managers with very low or very high insider 
ownership may be less interested in sophisti- 
cated postauditing systems in order to reduce 
the attention focused on dysfunctional decisions. 
More specifically, SPA is expected to be higher 
(ceteris paribus) at middle levels of ownership 
and lower at extreme levels of ownership. 
Hence, the relationship between JO and SPA is 
expected to be that of a downward parabola or 
inverted U.° 

The above discussion suggests the following 
functional relationship: 


SPA = Bo — Bı AI + B2 AI? + Ba CI + B4 CE 
+ Bs IO — Bo IO? + e, (1) 


where SPA = sophistication of postauditing, 
AI = asymmetric information, 
CI = capital intensity, 
CE = capital expenditure level, 
IO = insider ownership, 
B; = various model parameters, i=0 
to 6, and 
€ = error term. 


Equation (1) describes the hypothesized 
relationship between firm related variables and 
SPA. However, it is the appropriate maich of SPA 
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to the firm related variables discussed above 
(i.e. AI, CI, CE, and IO) which should result in 
superior performance. In order to assess the 
relationship between performance and this SPA 
“match”, a residual analysis model will be 
applied. More specifically, the relationship 
between the absolute value of the residuals from 
equation (1) (ARES) and firm performance (P) 
can be investigated via the following model 
(Drazin & Van de Ven, 1985; Duncan & Moores, 
1989):” 


P = Bo + B, ARES +e, (2) 


where P = firm performance, 
ARES = absolute value of residuals 
from equation (1), 
B: = various model parameters, i= 
0 to 1, and 
€ = error term. 


The basic premise of the model is that the 
residuals from equation (1) measure lack of fit 
of SPA to the firm related variables.’ Therefore, 
if the basic arguments made in this paper are 
correct, the residuals (lack of fit) from equation 
(1) should be negatively associated with 
performance in equation (2) (i.e. Bı in equation 
(2) is expected to be negative). The empirical 
study, which examines the above relationships, 
is described below. 


® It is assumed that determination of the most cost beneficial level of sophistication is independent of IO. That is, incentives 
of central management are only hypothesized to affect SPA with respect to whether the most cost beneficial system will 
be in place. Therefore, this discussion does not consider the possibility that SPA and insider ownership may be substitutes. 
The issue of multiple control mechanisms in management control system design is a broad one, which has received 
relatively little attention. The design of the postaudit system should be included in future studies of management control 
system design. 


7 The purpose of this study is to investigate the hypothesis that the match of SPA to firm related characteristics is significantly 
related to firm performance and not to provide an explanation of firm performance. The capital asset pricing model asserts 
that risk is the consistent predictor of (stock market) performance. Accordingly, since we adjust the performance measures 
for the risk adjusted market return (as discussed in the empirical study described in the next section), a full model which 
explains performance is not necessary. 


8 As an alternative to residual analysis, an interactive specification of the model could be utilized. Such a model would 
hypothesize that performance is a function of SPA, the additional firm-related variables, and their interaction. Apart from 
the difficulties in interpreting these results with multiple firm related variables, Drazin & Van de Ven (1985) point out 
that interactive terms specifically model an acceleration effect on the dependent variable. We believe the residual analysis 
is a better test of the relationships being considered in this study. 
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EMPIRICAL STUDY 


Sample 

The sample included in this study is drawn 
from the 1988 Fortune 500 U.S. firms. After 
eliminating firms with incomplete data, recent 
CEO changes,’ non-calendar year ends, CEOs 
which are not on the Forbes list of most highly 
paid executives,’° and firms not willing to 
participate in the study,’! 60 firms remained. 
Further, since the sophistication of the invest- 
ment selection process is related to the sophisti- 
cation of postauditing, the sample is limited to 
only those firms which use risk adjusted 
discounted cash-flow techniques in selecting 
investments. More specifically, firms must be 
using the above techniques for at least a 
significant portion of the dollar value of invest- 
ments in profit generating projects (ie. as 
opposed to “must-do” projects). All of the 60 
firms met this criteria. 

Of the 60 firms, 16 indicated that postauditing 
capital expenditures is not a specifically indenti- 
fiable activity.'? In addition, two firms were 
eliminated due to the fact that their capital 
intensity is over six standard deviations above 
the mean of the remainder of the sample. Hence, 
the final sample included in this study consists 
of the remaining 42 firms. Firms in the final 
sample have significantly larger average values 
of sales and market value than the remainder of 
the Fortune 500 (a<0.001). Therefore, the 
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results from this study specifically apply to very 
large firms. 


Measurement of variables 

Sophistication of postauditing procedures. 
The sophistication of postauditing procedures 
(SPA) variable is defined in terms of three 
dimensions.'? The first dimension concerns 
whether cash flows or accounting data are used 
in the postauditing of capital projects. The use 
of cash flows, as opposed to accounting data, 
represents the more sophisticated approach to 
the control process because: (a) if expected 
cash flows are used in selecting projects, 
congruency requires that the actual cash 
flows be compared to the expected values in 
evaluating a project’s performance to date 
(Baxendale & Levitan, 1987; Gordon & Myers, 
1991; Seed, 1990), and (b) the decision of 
whether or not to abandon a project requires 
an analysis of the present value of future cash 
flows (Robichek & Van Horne, 1967; Joy, 1976; 
Myers et al., 1991). 

The second dimension concerns the frequency 
of postaudits. That is, it makes a difference 
whether capital projects are postaudited more 
than once as opposed to on a one-time-only basis 
(e.g. after a fixed number of years or at the 
completion of the project). A capital project 
may become a poor performer at any time in 
its life, hence, a postaudit once during the 


? Strong & Meyer (1987) find increased write-downs of capital assets in firms with recent management changes, which 
may imply associated changes in control systems. Hence, including firms with recent CEO changes could bias the results. 


10 The sample is limited to firms whose CEOs are listed in the Forbes annual list of highest paid executives for at least 
the five years preceding 1988. CEOs who are listed as one of the highest paid CEOs in the country would presumably 
regard his or her annual compensation as being non-trivial and hence have an added incentive to see their firms prosper 
in order to keep their high-paying jobs. 


1 Five firms which were contacted were unwilling to participate in the study. In all cases, this was due to firm policies 
which prohibit such participation. While this may indicate that the sample is subject to non-response bias, we do not 
believe the results are significantly affected. 


2 Hence, over 73% (i.e. 44 out of 60) of the GO firms conduct some sort of identifiable activity regarded as the 
postauditing of capital expenditures. Scapens & Sale (1985) find an even higher percentage (i.e. 85% ) of large U.S. firms 
doing some sort of postauditing. Accordingly, the level, rather than the existence, of postauditing seems to be a key issue 
and is the focus of this study. 


13 Firms stated that they are consistent in terms of their postaudit procedures. For example, firms reported that they either 
use cash flows consistently (i.e. in all postaudits) or they do not use cash flows at all. 
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project’s life is usually not adequate for proper 
control.!4 Accordingly, the one-time-only 
review is less sophisticated than an on-going 
review process. 

The third dimension of SPA concerns the 
extent to which the postaudit procedures are 
used. This is measured as the percentage of 
capital projects (in terms of dollar values) 
postaudited by a firm. In this regard, the larger 
the percentage the higher the SPA associated 
with a firm. The participants often responded to 
this question with a range instead of a point 
estimate. Without exception, these ranges 
encompass less than a 10-point spread. In these 
cases, the simple average of the range endpoints 
is used. The percentage is standardized by the 
sample mean and standard deviation so that (the 
scale of) this variable does not overwhelm the 
score from the types of procedures used.!° 

The coding of the SPA variable proceeds as 
follows: The first two dimensions are coded as 
illustrated in Fig. 3. Firms that use accounting 
data and conduct postaudits only once during 
the life of a project receive a score of 1. Firms 
that either use cash flow data and conduct 
postaudits only once during the life of a project 
or use accounting data and postaudit projects 
more than once in their lives receive a score of 
2. Although these two cases may differ, it is 
believed that neither one clearly dominates in 
terms of SPA. In contrast, these firms clearly 
dominate those which both use accounting data 
and postaudit only once in the life of a project. 
Finally, firms which use cash-flow- data and 
postaudit projects more than once during 
their lives are considered to use the most 
sophisticated postauditing procedures and 
receive a score of 3. The index of SPA is then 
constructed as the product of the score on the 
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Fig. 3. Sophistication of postauditing procedures. 


first two dimensions (i.e. 1, 2, or 3 from Fig. 3) 
and the extent to which the procedures are 
applied. Hence, SPA is measured as a positive, 
bounded continuous variable. 

Since the information related to all three 
dimensions of SPA noted above are not publicly 
available, firms had to agree to participate in the 
study by providing us with such data. The 
information on SPA was gathered via telephone 
interviews with executives from central 
management.'® There are two reasons why the 
telephone interview approach is utilized for this 
portion of the study. First, since postauditing is 
an activity which often does not have a 
universally recognized “home” in the organiza- 
tion, it is critical to make sure that the person 
providing the necessary information is familiar 
with central management’s postauditing 
requirements.'’? Telephone interviews permit 
the identification of such persons. Second, since 
companies use significantly different termino- 
logy in reference to postauditing, it is felt that 
the opportunity to clarify the questions con- 
cerning the required information is also critical. 
Telephone interviews permit such clarification. 
Criticisms of telephone interviews include the 
fact that they must be short, sometimes at the 


14 A single postaudit may be adequate for a very short-lived project. However, all firms in the sample reported that their 
capital assets have lives, on average, of greater than five years. 


15 In addition, a constant of five (5) is added to the standardized percentage, to maintain a positive measure of SPA. 


16 As noted in the section on sample selection, all firms in the sample are using sophisticated techniques in the selection 
of capital expenditures. This too is determined via the telephone interviews. 


17 Managers taking part in the study hold senior positions such as controller, treasurer, and senior capital expenditure 
analyst, among others. The participants average almost six years in their present positions. 
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expense of adequate detail, and the fact that 
personal aspects of the interviewer may bias the 
results. One person interviewed all the firms 
and great care was taken to present the 
questions consistently. Hence, for this study, we 
believe the advantages of telephone interviews 
outweigh the disadvantages. 

Firm performance. Firm performance (P) is 
defined as a long-term excess return to share- 
holders. It is measured in part by using the 
Fortune 500 ten-year compounded average 
return (R;) for the period ending 1988 (Lilien 
et al., 1988). The Fortune measure of return to 
investors includes both price appreciation and 
dividend yield. Proceeds from cash dividends, 
the sale of rights, warrants, etc., were assumed 
to be reinvested when they were paid. 
Adjustments were made for stock splits, stock 
dividends, recapitalization and reorganizations. 
However, simple returns alone are not an 
adequate measure of firm performance, since 
two firms with the same return to investors but 
different levels of risk cannot be considered 
equal performers. Therefore, performance is 
defined using Jensen’s alpha in order to adjust 
for the risk-adjusted market return (see Kolodney 
et al., 1989, for a discussion of several methods 
to adjust for risk). Hence, firm performance is 
defined as follows: 


P; > R; rS [Re + BARm = Rr )], 


where P; = Performance for firm å, 
R; = Return for firm å, 
Rm = Return for the market, 
Re = Risk free rate of return, 
B: = Beta for firm 7.'% 
Asymmetric information. In a theoretical 


sense, AI arises when the agent (principal) 
possesses information that the principal (agent) 
does not possess. The AI of interest in this study 
stems from lower level managers (i.e. agents) 
having information not available to central 
management (i.e. principals). That this AI exists 
is not at issue. Indeed, Kaplan & Atkinson (1989, 
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p. 526) note that “... perhaps the strongest 
factor leading to decentralization is the difficulty 
if not impossibility of sharing all local informa- 
tion with central management”. What is at issue, 
however, is the degree of this AI phenomenon. 
In the current study, AI is measured using four 
distinct components. 

One aspect of the degree of AI between 
central and lower level managers is firm size 
(SIZE). Larger firms tend to have more hier- 
archical levels (Chandler, 1962; Williamson, 
1981 ) and in turn greater AI (of the nature being 
considered here) than smaller ones. In this latter 
regard, Williamson (1967, pp. 126-127) noted 
some time ago that: 


... expansion of the organization (adding an additional 
hierarchical level) removes the superior further from 
the basic data that affect operating conditions; informa- 
tion regarding those conditions must now be transmitted 
across an additional hierarchical level which exposes the 
data to an additional serial reproduction operation with 
its attendant losses. Furthermore, the top executive or 
peak coordinator ... cannot have all the information he 
had before the expansion plus the information now 
generated by the new levels (assuming he was fully 
employed initially). Thus, he can acquire additional 
information only by sacrificing some of the detail 
provided to him previously ... he has more resources 
under his control, but the quality ... and quantity ... of 
his information are both less with respect to the 
deployment of each resource unit ... 


Accordingly, firm size is one of the dimensions 
of AI considered in this study. It is measured 
based on a COMPUSTAT derived three-year 
average (1986—1988) of firm net sales. A three- 
year average is chosen to reduce any bias 
associated with using only one annual sales 
figure. 

Another aspect of AI is the diversification 
(DIV) of a firm’s product lines. In the diversified 
company, central management has to deal with 
substantially different sub-businesses, each with 
its own set of concerns (Hall, 1987). This 
situation introduces “... an additional level of 
complexity for top management to deal with in 


18 The return to the market (Rm) is estimated as the average 10-year return to investors for the Fortune 500. While this 
overstates the market return, the overstatement is consistent across firms and provides a more conservative measure of 
excess performance. The risk free rate (Re) is calculated as the 10-year average of the annual treasury bill rate. Betas (B,) 
were obtained from the Standard & Poor’s Stock Reports for the period ending closest to 31 December#1988. - 
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Measurements: 


SPA 








where SIZE 
DIV 
INT 


CI = Capital Intensity 


CE = Capital Expenditures 


10 = Insider Ownership 


= Firm Performance 








Model {with expected signs): 
SPA = By- B, Al + B, AI’ + B, CI + B, CE + 
B; IO - By 10’ + € (equation 1) 
P = fB- 8, ARES + € (equation 2) 





= Sophistication of Postauditing 
= (Score on Types of Postauditing Procedures) x 
(Extent to Which Procedures are Utilized) 


AI = Asymmetric Information 
= SIZE + DIV + INT + VE 
= Average Net Sales 
= Number of Different 2-digit SIC Codes 
= Number of Different Countries 
VE = Standard Deviation of Earnings 


= Average Net Fixed Assets/Average Number of Employees 


= Average Level of Capital Expenditures 


= Percentage of Firm Owned by Officers and Directors 
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= Long Term Excess Return to Investors 


ARES = Absolute Value of Residuals from Equation 1 
= Lack of Fit between SPA and (Al, Cl, CE, and 10) 





Fig. 4. Model and measurement summary. 


trying to understand the variety of industries in 
which the businesses operate” (Hall, 1987, p. 
84). For example, consider two firms of similar 
size in terms of total sales. The first firm has 20 
subunits that each produce and sell 100 units 
of the same product line. The second firm has 
20 subunits that each produce and sell 100 units 
each of different product lines. The level of 
AI between subunit managers and central 
management generally will be higher in the 
second firm than the first one. Although this 
example represents an extreme situation, the 
same argument would hold for more realistic 
settings where various subunits handle multiple 
product lines. Hence, DIV, defined as the 
number of different two-digit SIC codes listed 


for each firm in DISCLOSURE (1988), is used as 
the second component of our AI measure. 
The degree to which a company is inter- 
nationalized (INT) is also believed to increase 
the degree of AI between central and lower level 
managers (Newman, 1989). At the extremes, 
firms which conduct business only in the US. 
should have less AI than firms which operate in 
many countries around the world. This is due, 
in part, to the fact that top management in 
international firms must assimilate information 
about many markets and cultures as well as 
information about domestic issues related to the 
firm. Further, as Williamson (1981, p. 1562) 
notes in discussing the information asymmetry 
problem related to multinational enterprises: 
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“Markets for information are apt to be especially 
costly and/or hazardous when transmission across 
a national boundary is attempted”. Accordingly, 
INT is used as another dimension of AI, and is 
defined as the number of different countries in 
which a firm operates, based on the 1988 
Directory of American Firms Operating in 
Foreign Countries. 

Firms with higher variations in earnings (VE) 
must deal with additional uncertainty in the 
management process. Increased uncertainty 
usually results in additional information require- 
ments. These additional information require- 
ments are often accompanied by additional 
levels of management. This, in turn, leads to 
increased private information on the part of 
lower level management. Thus, increased varia- 
tion in a firm’s earnings often results in increased 
AI. Hence, the last measurement component of 
Al utilized is measured by the firm’s standard 
deviation of earnings before extraordinary 
items. The measurement of VE is based on the 
firm’s earnings for the five years ending 1988, 
as reported by COMPUSTAT.?? 

Based on the above four components, an 
index of AI is constructed. The index is 
constructed as follows:?° 


AI = SIZE + DIV + INT + VE. 


All four variables are standardized using the 
sample mean and standard deviation to adjust 
for scale differences. A constant of five (5) is 
also added to each (standardized) variable to 
achieve a consistently positive scale, which 
facilitates the testing of a multiplicative index. 
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Capital intensity/capital expenditures. The 
decision to spend relatively more on capital (i.e. 
become more capital intensive) vis-a-vis other 
factors of production should, on a priori grounds, 
lead to a greater emphasis on the postauditing of 
capital expenditures. One measure of a firm’s 
relative capital intensity (CI) is the capital per 
unit of labor utilized. Accordingly, capital 
intensity is measured as net fixed assets divided 
by number of employees (Pike, 1984, 1986). 
Both the numerator and the denominator are 
three-year (1986-1988) averages, obtained 
from COMPUSTAT. The level of capital expend- 
itures (CE) is measured as a three-year (1986— 
1988) average of capital expenditures, obtained 
from COMPUSTAT. As is the case with SIZE, 
three-year averages are chosen to reduce the 
possibility of bias related to the use of only one 
annual data point. In addition, both of these 
variables are subjected to a square root trans- 
formation, to better approach normality. 

Insider ownership. Insider ownership is 
measured as the percentage of the outstanding 
shares owned by officers and directors.?! These 
data are based on SEC information in the 
DISCLOSURE database as of December 1988. 
The entire model and variable definitions are 
summarized in Fig. 4. Descriptive statistics are 
shown in Table 1. 


STUDY RESULTS? 
The first step in conducting the residual 


analysis is to estimate the function which 
describes the association between the firm 


19 This component of Al captures the environmental uncertainty confronting a firm. Hence, whereas Chenhall & Morris 
(1989) consider environmental uncertainty as a variable which directly moderates the performance—postauditing 
relationship, we view it as a subcomponent of AI. 


20 Factor analysis is often used to measure one construct with several variables by assuming that each of the variables 
measures the construct with error (latent variable analysis). However, we do not believe that each of these variables 
measures AI (with error). Rather, each of these variables measures a different component or aspect of AI. Hence, factor 
analysis is not appropriate in this case. 


21 Morck et al. (1988) discuss management ownership as separate from board of directors ownership. Our concern in this 
study is to measure incentives for those senior managers in control of the firm (i.e. central management). However, senior 
managers are often on the board of directors. Further, Morck et al. (1988) find that the relationship between management 
ownership and performance was very similar to that of board ownership and performance. Accordingly, this issue is not 
expected to significantly affect the study results. 


22 As noted earlier, the analyses presented are based on Jensen’s alpha as the performance measure. Although not shown, 
the results to be discussed are substantially the same using Treynor’s measure of performance (Kolodny et al., 1989). 
Consistent results are also found using a multiplicative index of AI (i.e. SIZE*DIV*INT*VE). 
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TABLE 1. Descriptive statistics 


Variable Mean S.D. Skewness Kurtosis Min Max 
SPA 11.94 5.043 0.214 2.066 4.21 20.97 
Al 19.70 2.140 1.061 3.933 15.9 25.43 
CI 5.01 2.271 2.216 10.020 2.59 15.09 
CE 7.49 4.405 1.038 3.095 2.43 18.08 
IO 4.86 6.261 2.383 : 8.002 1,00 28.00 
P 0.91 7.793 0.445 2.779 —12.9 21.32 


SPA, Sophistication of postauditing; AI, asymmetric information; CI, capital intensity; CE, capital expenditures; IO, insider 


ownership; P, firm performance. 


related variables and the level of postaudit 
sophistication. This step could include all firms 
in the sample. However, a cogent argument can 
be made that the highest performing firms are 
the ones which have developed the most 
appropriate level of SPA (Van de Ven & Ferry, 
1980). Based on this argument, the SPA equation 
(equation (1)) should be derived from the 
highest performing firms. Hence, for the pur- 
poses of this study, the relationship between SPA 
and the firm related variables in equation (1) is 
estimated using those firms with long term 
excess performance of greater than 2% (n = 
16), The mean of the performance variable for 
the entire sample (m=42) is 0.91%; the ex- 
pected population mean is zero. The cutoff of 
2% was chosen since (a) it is above both the 
expected mean and the actual mean, and (b) a 
natural break in the values of the performance 
variable occurs between 1.26% and 2.15%. 

The results of the regression are presented in 
Table 2. Since the number of high performers 
is relatively small, the application of a jackknife 
procedure (Efron, 1982) is considered import- 
ant to provide further assurance regarding the 
significance of the parameter estimates. Jack- 
knifed standard errors provide virtually identical 
levels of significance. In addition, the results are 
substantially the same if the high performing 
sample is defined differently (ie. using 17, 18, 
or 19 firms as opposed to 16). Hence, the results 
are robust with respect to variations in the 
definition of the high performing sample. 

The intercept in the model is very large, 
which suggests that highly performing firms 
tend to have highly sophisticated systems. As 
expected, the sophistication of postauditing is 


TABLE 2. Regression of sophistication of postauditing on 
firm related variables for high performing firms (7=16) 
Equation (with expected signs): 


SPA = Bo — BAI + BAI + BCI + PACE 
+ BIO — BAO? + e 


Actual Significance 
coefficient level 
Bo 337.35 0.0004 
Bı —31.83 0.0001 
Be 0.76 0.0007 
Bs —1.21 0.0174 
Ba 0.34 0.1008 
Bs 2.09 0.0007 
Bo —0.07 0.0018 


R? = 0.848; adjusted R? = 0.747; significance of F-test: 0.002. 
SPA, Sophistication of postauditing; AI, asymmetric 
information; CI, capital intensity; CE, capital expenditures; 
IO, insider ownership. 


related to asymmetric information in a U fashion. 
More specifically, increases in the asymmetry of 
information first reduce the level of SPA and 
then increase it. The partial derivative of 
equation (1) with respect to AI produces a 
minimum of approximately 21. This is the point 
at which increases in AI begin to increase SPA 
and is approximately one-half S.D. above the 
(AI) mean. Hence, at lower (higher) levels of 
Al, SPA has a negative (positive) relationship 
with AI. 

Also as expected, the sophistication of post- 
auditing is related to insider ownership in an 
inverted U fashion. That is, increases in owner- 
ship at lower levels (of ownership) are as- 
sociated with increases in SPA, but increases in 
ownership at higher levels are associated with 
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TABLE 3. Regression of firm performance on absolute value 
of residuals for full sample (2=42) 


Equation (with expected signs): 


P = Bo — Bi ARES + € 
Actual Significance 
coefficient level 
Bo 3.884 0.0046 
Bi —0.284 0.0004 


R? = 0.272; adjusted R? = 0.253; significance of F-test: 
0.0004. 

P, Firm performance; ARES, absolute value of residuals from 
equation (1). 


decreases in SPA. The partial derivative of 
equation (1) with respect to insider ownership 
produces a maximum of approximately 15%. 
Hence, at approximately 15% insider ownership 
(i.e. 1.6 S.D.s from the IO mean), the positive 
relationship between IO and SPA becomes a 
negative relationship. Given that ownership is 
defined as both management and director 
ownership, 15% seems consistent with the 
findings of Morck et al. (1988) regarding 
IO. These results support our conceptual 
arguments. 

The CE variable is positively related to SPA, 
as expected. The CI variable, however, is not 
related to SPA in the hypothesized direction. 
This may be due to the fact that the sample firms 
are all relatively capital intensive (refer to Table 
1). The overall model is a good fit, as evidenced 
by the adjusted R? and the F-test. In conclusion, 
SPA in high performing firms is significantly 
associated with asymmetric information, insider 
ownership, capital intensity and level of capital 
expenditures. 

While the first step of this analysis models the 
association between SPA and the firm related 
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variables (i.e. equation (1) above) based on the 
highest performing firms, the next step measures 
the lack of fit of each firm as compared to this 
model and investigates the relationship of this 
lack of fit with firm performance. This step 
traditionally involves calculating the residuals 
for all firms in the sample using the parameters 
derived from the model (shown in Table 2). 
However, to increase the validity of the process, 
a holdout procedure is used to calculate the 
residuals for the high performing firms which 
are used to estimate equation (1). More 
specifically, in order to calculate the residual for 
the 16 high performing firms, each firm is held 
out in turn (with replacement), while the 
remaining firms (7=15) are used to re-estimate 
the model (i.e. equation(1)). Then, the residual 
is calculated for the holdout firm, thereby using 
parameters calculated from a sample which do 
not include that firm. This process is followed 
for each of the 16 high performing firms.”* The 
residuals for the remainder of the 42 firms in 
the sample are calculated using the parameters 
in Table 2. 

The absolute value of these residuals repre- 
sents the lack of fit of SPA to the firm related 
variables in this study. As shown in Table 3, 
these residuals are negatively associated with 
firm performance for the full sample of firms.?4 
Hence, as expected, lack of fit of postauditing 
systems to relevant firm related variables is 
associated with decreased firm performance. 
More specifically, increasing the “lack of fit” by 
one unit decreases performance (i.e. long-term 
excess return to shareholders) by 0.284%. The 
adjusted R? indicates that this relationship 
explains approximately 25% of the variation in 
firm performance. In addition, the F-test 


‘(a=0,.0004) is highly significant. Therefore, the 


hypothesis that firm performance is not related 


23 Calculating the residuals for the entire sample based on the parameters from the original sample of 16 provides analogous 
results. In fact, the correlation between the residuals calculated from the holdout procedure and residuals calculated from 


the original model is 0.998. 


24 Recall that firm performance is defined as an excess over the risk adjusted market return. Hence the performance 


variable can be thought of as a long-term excess return. 
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TABLE 4. Regression of firm performance on absolute value 
of residuals for firms with positive vs negative residuals 


Equation (with expected signs): 
P = Bo — RARES + e 


Too sophisticated: Not sophisticated enough: 
Positive residuals Negative residuals 


(n=18) (n=24) 
Bo 7.299 2.070 

(0.001) (0.229) 
By —0.545 —0.176 

(0.000) (0.055) 


Significance levels are in parentheses. 

R? = 0.56; Adj. R? = 0.53; R? = 0.16; Adj. R? = 0.12; 
significance of F-test: 0.0003 significance of F-test: 0.044 
P, Firm performance; ARES, absolute value of residuals from 
equation (1). 


to the match between SPA and the selected firm 
related variables is rejected.” 

Comparing the absolute value of the residuals 
(i.e. lack of fit) to performance for the full sample 
assumes that negative and positive residuals 
have the same effect on performance. More 
specifically, the analysis assumes that the per- 
formance of firms is affected the same way 
whether the firms have a postaudit system that 
is “too sophisticated” (i.e. residuals are positive) 
or “not sophisticated enough” (i.e. residuals are 
negative). Conceptually, we do not believe this 
should be the case. While firms which are “too 
sophisticated” are in a situation where the costs 
of SPA outweigh the benefits, this net cost can 
be relatively trivial compared to the losses 
experienced by firms which have postaudit 
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systems that are “not sophisticated enough”. In 
order to investigate this point, the sample was 
divided into two groups: positive vs negative 
residuals. The relationship between perfor- 
mance and lack of fit was then assessed for each 
subgroup. The results of these analyses are 
presented in Table 4. The relationship between 
performance and lack of fit is negative for 
both subgroups; however, there are important 
differences. In the first place, the intercept is 
much higher for the subsample of firms whose 
postaudit systems were “too sophisticated” (i.e. 
firms with positive residuals). In fact, the 
intercept for the firms which are “not sophisti- 
cated enough” (i.e. firms with negative residuals) 
is not significantly different from zero. Hence, 
the use of more sophisticated postauditing than 
is presumably necessary (per our model) tends 
to be associated with substantially higher perfor- 
mance on average. Further, as lack of fit increases, 
the use of a system which is “too sophisticated” 
continues to be associated with higher perform- 
ance relative to systems which are “not sophisti- 
cated enough”.”° Accordingly, having a postaudit 
system which is not sophisticated enough is 
associated with lower firm performance than 
having a system which is too sophisticated. This 
finding squares nicely with intuition. 


CONCLUDING COMMENTS 


The results of this study empirically support 
and substantially extend the argument that the 


25 tt has been suggested that the SPA variable may be serving as a proxy for the sophistication of the overall financial 
management system and that our results are driven by this overall sophistication. While this is possible, we have reason 
to believe it is not the case. Scapens & Sale (1985) find postauditing to be significantly correlated only with investment 
selection techniques (hence our control feature), and not with the other aspects of a firm’s financial management system 
examined in their study. In addition, while asymmetric information (Al) and insider ownership (IO) might logically be 
related to the sophistication of the entire financial management system, this is less likely to be the case for the capital 
intensity (CI) and capital expenditures (CE) variables. Hence, the fit of SPA to the current set of firm related variables is 
probably not a good proxy for the fit between the sophistication of the overall financial management system and the firm 
related variables relevant to the system as a whole. In other words, we do not attribute the significance of our results to 
a correlation between SPA and the overall financial management sophistication. 


26 It appears, from Table 4, that this relationship only holds for a time. That is, the results seem to show that firms which 
are not sophisticated enough would have lower performance only for a time (i.e. the regression lines would cross). This 
is true if we assume that the scales for positive and negative residuals are the same. In fact, this is not the case. More 
specifically, the positive residuals range from zero to 15.47, while the negative residuals range from zero to —61.86. Hence, 
a simple comparison is not appropriate. If we consider the relationship between the two regression lines using quartile 
values of each sample, we find that firms with postaudit systems that are not sophisticated enough (i.e. negative residuals) 
do indeed exhibit lower performance than their too sophisticated (i.e. positive residuals) counterparts at all quartile values. 


POSTAUDITING AND FIRM PERFORMANCE 75: 


use of sophisticated postauditing procedures is 
associated with firm performance. More specifi- 
cally, the key results of this study suggest that 
a firm’s long-term excess return to shareholders 
is associated with the proper match between 
the level of postauditing sophistication and the 
following firm related variables: asymmetric 
information between central and lower level 
managers, capital intensity, capital expenditure 
levels and insider ownership. Nevertheless, 
given the limited sample size and difficulty in 
measuring some of the variables included in our 
model, generalizability of these findings requires 
further empirical verification. Future research 
to refine the measurement of AI seems particularly 
warranted in light of the importance of this 
variable to various research issues. 
Postauditing of capital projects is but one of 
an organization’s control mechanisms used to 
reduce agency related problems. Accordingly, 
future research also needs to incorporate 
postauditing into the entire financial control 


system (Pike, 1988), both through its inter 
action with planning mechanisms and its inter 
action with other control mechanisms. Hence 
fruitful areas for research might include mor 
explicitly modelling the interaction betwee! 
investment selection and investment contro: 
as well as examining the “mix” of contro 
mechanisms. Asymmetric information would bi 
expected to have great importance in explorin: 
both of these issues. 

Finally, we have viewed information asym 
metry as a key issue affecting the postauditin; 
of capital expenditures. This perspective couk 
be specifically a function of the business cultur 
in the United States. On a broader scale, th 
agency problems induced by asymmetri 
information may vary depending upon th 
country in which it is being studied. Hence 
another potential area for future researc! 
would be to investigate management contrc 
issues, such as postauditing, on a cross-culturz 
basis. 
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Abstract 


Since early this century, with the introduction of direct taxes on income or profits by most developed 
capitalist states, tax authorities have been concerned to prevent manipulation of transfer prices between 
related firms, especially within transnational corporate groups (TNCs). By the 1930s most states had 
introduced a broad power to adjust such prices to conform with the “arm’s length” criterion, since it was 
felt that either the application of national taxes directly to foreign parent or subsidiary companies, or taxation 
on a unitary or consolidated basis, would exacerbate overlapping or double taxation. However, both theory 
and a detailed examination of practice show that the arm’s length criterion cannot in most cases be applied 
on the basis of “market” prices, since the raison d'être of an integrated firm is economies of scale and scope 
and generation of synergy profits. Microeconomic methods also can only identify these, but provide no basis 
for their allocation. Criteria for allocation of the costs and profits of an integrated TNC must have a political 
dimension: for the firm, it entails issues of strategy, and for the states, the control of oligopolistic powers 
over investment and allocation of the benefits of international economic integration. The tax authorities of 
the main OECD countries have developed close administrative co-operation through which these issues can 
be bargained on an ad hoc basis; but these bureaucratic and secretive methods lack the important element 
of legitimation. Formula apportionment based on unitary or consolidated accounts has been attacked as 
Utopian in the absence of a political basis for international agreement on principles or procedures. However, 
unitary taxation is now accepted (up to the water's edge) for U.S. state taxation, and either a unitary or 
consolidated basis is likely to become necessary in Europe; while formula allocation of fixed or overhead 
costs and a bargained division of profits has become the international practice. Still lacking are legitimating 
procedures and criteria. 


Few apparently technical matters dealt with by 
professionals involve such fundamental and far- 
reaching implications as international transfer 
pricing: the setting ofinternal prices for transfers 
of goods or services within an international 
corporate group or transnational corporation 
(TNC). The very term “transfer pricing” carries 
a significant ambiguity, since it is commonly 
used to imply or signify the manipulation of 
prices, usually to evade regulation, in particular 


to minimize liability to profits taxation or 
customs duties, or to optimize exposure to 
foreign exchange fluctuations (Plasschaert, 
1980, p. 19). It is widely accepted that TNCs 
do take advantage of their power to fix intra- 
firm prices, although the evidence is largely 
anecdotal, since apart from a few often-quoted 
studies, relatively little research has been 
carried out on the actual practices of firms.’ 
However, it is less clear how far such practices 


* This article is based on research which was supported by The Nuffield Foundation and The University of Warwick, it 
has been more fully written up in Picciotto (1992). I am grateful to an anonymous reviewer for helpful comments. 


' The strategic possibilities for firms were identified quite early in the business literature (Shulman, 1967). Seminal studies 
were carried out in Colombia and other Andean Pact countries and reported by Constantine Vaitsos (Vaitsos, 1974) and 
Sanjaya Lall (Lall, 1980, pp. 124-127). Investigations carried out by a Technical Unit set up by the Greek government in 
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constitute “manipulation” of prices, since this 
assumes that there is a fairly precise and 
generally agreed methodology for “correct” 
pricing. Indeed, following the politicization of 
the issue of transfer pricing as part of the more 
general concern about the power of TNCs 
during the 1970s, attention shifted during the 
1980s to evaluating and establishing theoretical 
justifications for the transfer pricing methodolo- 
gies of firms.” The issue was again politicized at 
the start of the 1990s by belligerent assertions 
in the U.S. Congress that many foreign, especially 
Japanese, firms were paying little or no US. 
income tax due to “inflated pricing of goods 
purchased from the foreign parent, or the 
performance of functions not properly compen- 
sated for by the foreign parents” (U.S. Congress, 
1990b). 

Most commonly, the criterion applied in 
evaluating the manipulation of prices or devia- 
tion from the correct price, is that of market 
pricing. Although this appears to be the “natural” 
yardstick, it is quickly apparent that to apply it 
begs many questions. From the point of view of 
the firm, pricing based on what would be 
charged by or to competitors has clear strategic 
implications, for example in terms of incentives 
to profit-centre managers; while for national 
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regulators, resort to price comparisons not only 
raises a host of administrative difficulties, but 
entails highly political questions about reason- 
able rates of return for foreign-owned com- 
panies for investments made abroad, especially 
in R & D2 From this it is only a small step to 
the conclusion that, far from there being a 
“correct” transfer price or pricing methodology 
and deliberate deviations from such a norm, 
“fair” pricing is essentially a political matter, 
perhaps entailing the bargained allocation of 
monopoly rents or super-profits (Vaitsos, 1974; 
Murray, 1981, chapter 10). 

Until relatively recently, economic theory did 
not concern itself specifically with the pheno- 
menon of the transnational corporation. Inter- 
national economic relations were treated as 
relations between national economies based on 
states, and consisting essentially of trade and 
investment and the corresponding international 
payments. Trade theory assumed immobile 
production factors (labour and capital), perfect 
competition, free access to technology, and no 
barriers to exports; it was complemented by 
international investment theory which accepted 
the existence of trade barriers and the mobility 
of capital as a factor of production, explained as 
the response to differences in price (interest 


1975 were reported by Roumeliotis (1977) and Ganiatsos (in Murray, 1981, chapter 18). Other evidence resulted from 
legal proceedings, relating either to anti-competitive practices such as the U.K. Monopolies Commission Report on Hoffman- 
La Roche (U.K. Monopolies Commission, 1973), or to taxation, especially in the U.S.A. (some of these cases will be 
discussed below). Much of this evidence was summarized in a report for UNCTAD (United Nations, 1978, chapter IV). 
Subsequent studies include one by Lecraw based on 1978 data on pricing by foreign-owned firms in five ASEAN countries 
(in Rugman & Eden, 1985, chapter 12); a study by Benvignati based on U.S. data collected by the FTC (Rugman & Eden, 
1985, chapter 10); a report of the Law Reform Commission of Papua New Guinea in 1980; and a more recent study of 
the U.S. petroleum industry by Bernard & Weiner (in Razin & Slemrod, 1990, chapter 4). All these studies show systematic 
divergences, often enormous, between intrafirm transfer prices and selected benchmark prices, usually “market” prices; 
evaluation of the implications depend largely on the acceptability of the benchmarks, and on speculations as to motivation. 
It is extremely difficult to establish a tax-avoidance motive, since price manipulation may reduce tax liability even between 
countries with high marginal tax rates, by optimizing the use of allowances, deferral (by remitting payments through 
intermediary subsidiaries), and foreign tax credits. 


2 These are generally based on responses to questionnaires sent to firms; their quality therefore varies in inverse relation 
to the seriousness with which the authors treat the data in purely statistical terms, rather than supplement them with 
information gained from interview and other sources, as a basis for theorization: among the better studies of this type 
are Tang (1981) and Eccles (1985), discussed below. 


3 Since commonly a national authority wishing to reduce the price for imports can use as comparators cheaper alternatives 
produced by imitators (Lall, 1980, p. 152). 
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rates) and resource endowments. Only from the 
late 1950s did international economists begin 
to try to explain the actual patterns of inter- 
national business, increasingly dominated by 
TNCs. They began to accept that “production 
factors” are much more diverse, and can 
vary significantly in quality (e.g. labour skills); 
also, that markets are imperfect, and enter- 
prises can protect monopolistic advantages, 
especially in production technology and product 
specialization.‘ 

Hence, the existence of TNCs could be 
explained as the exploitation, on an inter- 
national scale, of combinations of assets and 
locations which entail a competitive advantage. 
Initially, the focus was on firm-specific advant- 
ages of industrial organization, protected by 
entry barriers, which gave foreign firms a 
monopolistic position compared with local 
firms (Hymer, 1960/1976), or technological 
advantages deriving from their control over the 
diffusion of new products (Vernon, 1966). More 
recently the emphasis has been on analysing the 
advantages of the organizational form, under the 
influence of institutional and transaction cost 
economics, which has tried to refine the analysis 
of the dynamics of the firm. Rejecting the basic 
assumptions of the neo-classical paradigm based 
on the rational choice of the pure individual 
with perfect information, in favour of behaviourist 
and interactional models which emphasize 
bounded rationality and the important social 
roles of informal and formal organization, 
institutional economics analyses the character- 
istics of knowledge and its role in optimal 
decision-making, and argues that internalization 
of transactions within the firm may be more 
efficient in dealing with uncertainty, risk and 
opportunism. Hence, the growth of the firm into 
the multidivisional corporation, the conglome- 
rate and the TNC results not so much from 
economies of scale in production (which could 
be realized through contracting), but from the 
advantages of the organizational form, both in 
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controlling and applying technological innova- 
tion and in taking strategic capital investment 
decisions (Williamson, 1985, chapter 11). 
Finally, writers have emphasized the advant- 
ages of spreading risks through international 
diversification (Rugman, 1979), In particular, 
TNCs can benefit from the spreading of financial 
risks and the internalization of the management 
of arbitrage opportunities arising from diversity 
of currency exchange rates, financial markets 
and regulatory regimes (Lessard, 1979). Import- 
ant among these is of course taxation. This 
indicates that due to competitive pressure TNCs 
will seek the most favourable means of structur- 
ing their internal financial and other transactions 
to take advantage of regulatory differences and 
the inadequacies of regulatory co-ordination. 
Two main conclusions can be derived from 
these analyses. First, TNCs exist to a great extent 
because of the competitive advantages they can 
derive from internalizing markets (Rugman, 
1982). The economies derived from internal- 
ization may be considered to result either from 
reduction of production costs, whether through 
economies of scale or economies of scope; or 
from reducing transaction costs, by sharing and 
managing the costs and risks of appropriation of 
knowledge through research, design and man- 
agerial and other professional services, and 
other advantages of co-ordinated organization. 
Both the production cost and transaction cost 
perspectives emphasize that an integrated entity 
benefits from synergy profits, or additional 
returns attributable to oligopolistic advantages 
and the organizational form. Second, the advant- 
ages they gain from internalization, which would 
not be available to independent parties contract- 
ing through markets, entail the active manage- 
ment of internal transactions for the optimal 
benefit of the organization as a whole. This is 
particularly the case for regulatory arbitrage. 
It is this feature of strategic management oj 
internal transactions that clearly emerges from 
the more specific theoretical and empirical 


4 For a survey of the development of the debates see generally Dunning (1988, chapter 1). 
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studies of transfer pricing. Authors have stressed 
that a company’s internal pricing systems must 
respond to a variety of aims and constraints in 
relation to both its internal structure and goals 
as well as the external environment (Plasschaert, 
1980). It was not until the 1920s that large firms 
were forced to move away from centralized 
management structures to encourage decentral- 
ization and allow vertical integration through 
divisionalization (Chandler, 1962, p. 44). This 
entailed, at least for the large bureaucratic firms, 
notably DuPont and General Motors, the “dev- 
elopment of financial instruments which made 
it possible to establish decentralization with co- 
ordinated control” (Sloan, 1965, p. 119). Such 
a financial system must reconcile the often 
conflicting requirements of measuring per- 
formance and providing incentives for managers 
of cost centres. In order to establish criteria to 
judge return on capital invested for each cost 
centre, the internal costing structure depends 
crucially, in modern large-scale manufacturing, 
on assumptions about volume. Sloan emphas- 
ized that the key to the control system 
developed by General Motors in the 1920s was 
the establishment of the standard volume 
concept, enabling the firm to ride out short-term 
market fluctuations (Sloan, 1965, pp. 142—148). 

When, somewhat later, economists came to 
study the problem, they treated it as one in 
marginal analysis, and argued that unless perfect 
markets exist (when market prices should be 
used) internal pricing should be based on 
marginal cost price (Hirschleifer, 1956, 1957). 
This has been cogently criticized from a business 
management perspective, however, as focusing 
on profit maximization on the basis of highly 
restrictive assumptions. By assuming that the 
operating divisions have no joint or common 
costs either for technology or marketing and 
that fixed costs are sunk, it omits the crucial 
element of business strategy, which entails 
choices and motivation (Eccles, 1985). Surveys 
of business practice have shown that in practice 
firms rarely use marginal cost, opportunity cost 
(mathematically programmed) or even standard 
variable cost prices. Where a cost-based price 
is used, it is full production cost, frequently with 


S. PICCIOTTO 


an allowance for profit also; furthermore, although 
cost-based prices are used less for international 
than domestic transfers, full-cost plus profit is 
more frequent internationally (Tang, 1981, esp. 
pp. 141-142). When asked to rank the import- 
ance of factors affecting transfer pricing strategies, 
firms predictably place overall profit to the 
company first, while the competitive position 
and the performance evaluation of foreign 
subsidiaries are also very important; other highly 
placed factors are restrictions on repatriation of 
profits or dividends, the need to maintain 
adequate cash flows, and devaluation and 
revaluation, as well as differentials in income 
tax rates and income tax legislation between 
countries (Tang, 1981, p. 144). 

Hence, the internal transfer pricing policies 
of the TNCs are defined by an evaluation of the 
various strategic factors affecting the firm, of 
which exploitation of opportunities for financial, 
foreign exchange and tax arbitrage, within the 
constraints set by rule enforcement ‘by state 
authorities, are among the most important 
external factors. Thus, there are likely to be 
significant tensions between the policies of the 
firms in setting prices and the criteria to be used 
by the tax authorities in determining which 
policies are acceptable. It is not clear that the 
independent enterprise standard is the best 
starting-point for such regulatory criteria, since 
it cuts across the firm’s own strategic perspec- 
tive, and is therefore likely to exacerbate such 
tensions. As will be shown in more detail below, 
it is where the authorities have moved towards 
acceptance of proportional allocation of costs 
that there has been most harmony with com- 
pany strategies. When it comes to the allocation 
of profits, although there has been apparent 
general agreement in principle on the separate 
enterprise standard, its application in practice 
has tended to heighten conflict, both between 
firms and regulators, as well as among national 
authorities themselves. 

Indeed, as the microeconomic methods app- 
lied to evaluation of transfer pricing by tax 
authorities have become more sophisticated, so 
they have increased these conflicts. Since the 
marginal analysis assumptions of conventional 
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microeconomics ignore the central factors of 
oligopolistic markets and organizational advant- 
age, the application of such a form of analysis 
will tend to result in the identification of a large 
item of residual profit (Witte & Chipty 1990). 
The firm’s own internal pricing strategy must 
take into account how to allocate this residual 
profit, balancing managerial incentives, perfor- 
mance evaluation, regulatory compliance and 
avoidance and the other factors. However, 
neither managerial nor microeconomic theories 
can provide criteria for its interjurisdictional 
allocation. The separate enterprise approach 
assumes in principle that, provided at least that 
foreign subsidiaries and branches show a reason- 
able return on assets or turnover, the synergy 
profits should be attributable to the parent. 
Langbein has argued that a transaction costs 
approach, as opposed to one emphasizing 
production costs, would negate this assumption, 
since the returns to organization would be seen 
more clearly as returns to the organization as a 
whole (Langbein, 1989). However, transaction 
cost analysis does not produce any better 
theoretical basis for inter-jurisdictional alloca- 
tion. Indeed, Langbein concludes that the 
transactional analysis perspective, emphasizing 
that economies of integration result from 
management of risk, suggests an interjurisdic- 
tional allocation based on a fractional system, 
“employing fractions designed in accordance 
with a general understanding of the economic 
processes which produce and preserve the tax 
base” (Langbein, 1989, p. 1410). However, 
beyond stating that these fractions should be 
multilaterally agreed, he is not able to suggest 
how transactional analysis might produce appro- 
priate allocation criteria. 

In fact, the microeconomics of transactional 
analysis fails to provide any better basis than 
that of production cost for proposing criteria 
for interjurisdictional allocation. Both approaches 
ignore the political issues involved in forms of 
economic calculation: internally within the firm, 
the strategic factors that affect pricing; and 
externally, for regulation by the state, the use of 
economic power to control investment decisions, 
both as to type and location of investments. 


763 


Hence, the issue of transfer pricing vividly 
demonstrates the political dimensions of forms 
of economic calculation, since it stands at the 
intersection of the firm and the state. In fact, 
the issue of intrafirm pricing and its implications 
for regulation, especially taxation, by the national 
state, has a much longer history than is commonly 
supposed: the co-ordination of national taxation 
of income, especially as applied to business 
income or profits from international economic 
activities, has posed important problems for the 
international state system during most of this 
century. For much of that time, a key issue has 
been whether related firms within a transnational 
corporate group could or should be treated for 
this purpose as if they were independent 
enterprises dealing at “arm’s length”. This paper 
explores the reasons for the emergence of this 
principle, and the evidence on its operation, and 
goes on to discuss the attempts that have been 
made to modify or transcend it. In doing so, it 
hopes to cast light on the interaction of the firm, 
the market, and the international state system. 


EMERGENCE OF THE ARM’S LENGTH 
CRITERION 


With the shift early this century to the state’s 
reliance for revenue on direct taxes on income, 
the incidence of such taxes on corporate income 
or profits became a significant factor in the 
profitability of firms. High wartime tax rates 
spawned evasion and avoidance and the bureau- 
cratization of tax administration, and among the 
issues addressed by tax administrators was the 
treatment of transactions between related com- 
panies, especially within international corporate 
groups. Action was taken by the main capitalist 
countries to prevent tax avoidance by “diver- 
sion” of profits to related companies abroad; but 
as it became clear that conflicts with other 
countries would be caused by requiring con- 
solidation of accounts of transnational corporate 
groups or asserting a right to tax a foreign parent 
or affiliate, it was agreed to give each national 
tax office the power to adjust the accounts of a 
local subsidiary or branch. 
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National powers to adjust accounts 

The US. requirement from 1917 of a con- 
solidated return for affiliated corporations was 
replaced in 1928 by broad power to adjust 
interaffiliate accounts, which has remained in 
force since that time with minor changes: 


In any case of two or more organizations, trades or 
businesses (whether or not incorporated, whether or 
not organized in the United States and whether or not 
affiliated) owned or controlled directly or indirectly by 
the same interests, the Secretary or his delegate may 
distribute, apportion, or allocate gross income, deduc- 
tions, credits or allowances between or among such 
organizations, trades or businesses,if he determines that 
such distribution, apportionment or allocation is neces- 
sary in order to prevent evasion of taxes or clearly to 
reflect the income of any of such organizations, trades 
or businesses. 


This gave the IRS a very broad discretion. It was 
confirmed by court decisions, which held that 
the power could be applied to prevent any 
avoidance or reduction of tax liability and was 
not limited to criminal tax evasion (Asiatic 
Petroleum v. CIR, 1935), and could be used to 
make any adjustments necessary and proper 
“clearly to reflect the income” even to trans- 
actions having a sound motivation not primarily 
related to tax saving (Central Cuba Sugar Co. 
v, CIR, 1952). 

In France, the schedular system applied 
separate taxes to business profits and to divid- 
ends (which were treated as income from 
movable property). Where a foreign-owned 
company was considered to have transferred 
profits abroad, this “impôt sur le revenu des 
valeurs mobiliéres” was applied to the propor- 
tion of the dividends distributed by the foreign 


S. PICCIOTTO 


parent represented by the value of its holdings 
in the French branch or subsidiary. Following 
complaints from investors, and -conflicts with 
other states, the French authorities refocused 
on the “diverted profits” which should be 
reattributed to the local subsidiary, and a very 
general provision was enacted in 1933,° which 
remains in almost exactly the same wording as 
s. 57 of the Code Général des Impôts: 


In assessing the income tax due by undertakings which 
are controlled by or which control enterprises established 
outside France, the income which is indirectly trans- 
ferred to the latter, either by increasing or decreasing 
purchase or sale prices, or by any other means, shall be 
restored to the trading results shown in the accounts. 
The same procedure is followed with respect to 
undertakings which are controlled by an enterprise or 
a group of enterprises also controlling undertakings 
located outside France. 


Should specific data not be available for making the 
adjustments provided in the foregoing paragraph, the 
taxable profits shall be determined by comparison with 
the profits of similar undertakings normally managed. 


In the U.K., rules had been enacted in 1915 
which aimed to prevent avoidance of high 
wartime taxes by foreign companies trading in 
the U.K. through branches or subsidiaries.” A 
foreign parent, whether operating through a 
local branch, agent or subsidiary, could be 
assessed in the name of the latter as agent; and 
if the “true amount” of the profits made by the 
foreign parent could not be “readily ascer- 
tained”, the non-resident parent could be 
charged to tax on the basis of a percentage of 
the turnover of the business of the parent done 
through the U.K. entity. These measures were 


5 Section 45 of the 1928 Revenue Act, later enacted with minor changes as s. 482 of the Tax Code. The reference to 
consolidation was dropped from this anti-avoidance provision, although the option of consolidation was retained for 
domestic corporations within an affiliated group. The only important amendment to s. 482 has been by the Tax Reform 
Act (1986) introducing the “commensurate with income” standard, discussed below. 


$ Loi du 31 mai 1933, art. 76; codified in art. 20, Decree of 20 July 1934: Recueil Dalloz Periodique et Critique, 1934, p. 172. 


7 Since a foreign subsidiary of a U.K. parent company could be treated as resident and taxable in the U.K. if its “central 
management and control” was in the U.K., it was presumably thought unnecessary to deal with that case. 


8 Finance (No. 2) Act 1915 s. 31 (3) (4) (5); re-enacted in Income Tax Act 1918, All Schedules Rules 7-9. A modification 
was introduced in 1918 limiting the tax charge for sales of goods manufactured abroad by the parent to the merchanting 
profit: Rule 12. What remains of these provisions is now Taxes Management Act 1970 ss. 78-81. 
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undoubtedly taken in response to moves by 
foreign companies to minimize their exposure 
to U.K. tax. For example, the Gillette company 
of Boston set up a U.K. subsidiary in 1908, but 
then wound it up in 1912 and transferred its U.K. 
business to a separate subsidiary in Massachussets, 
which as a non-resident of the U.K. would have 
been taxable only on its U.K. business. In 1915 
Gillette went further, ceased to trade directly 
in the UK, and instead licensed its U.K. business 
to a new company set up by its former U.K. 
Managing Director. The Inland Revenue tried to 
treat the new U.K. company as “under the 
control” of Gillette in Boston, although their link 
was only contractual; but this was firmly 
rejected by the High Court as “arbitrary taxation 
gone mad” (Gillette Safety Razor Co. v. Commrs. 
of Inland Revenue, 1920). 

In Germany, the income and corporate tax 
laws of 1925 allowed for the assessment of a 
local establishment of a foreign company on the 
basis of a comparison with similar businesses or 
on the basis of a normal return on the capital 
employed (s. 34). A slightly broader rule applied 
to a local subsidiary of a foreign company if, as 
a result of a special relationship, there was a 
“clear disparity” in the profits achieved by the 
German entity by comparison with the normal 
profit levels in such business, its taxable profit 
could be fixed at the level of the return normal 
in that type of business domestically (s. 33).? 
Although this applied only if one company 
directly owned at least one-quarter of the shares 
of the other, so that it could easily be avoided 
by interposing an intermediary company, in the 
famous Shell case in 1930, the Reichsfinanzhof 
held that a locally incorporated subsidiary could 
qualify as the “branch establishment” of the 
foreign enterprise if they formed an “organic 
unity” (Organschaft). A few months later, the 
same court went further and held, in the Citroen 
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judgement, that where “organic unity” could be 
shown, the profit attributable to the business in 
Germany must be proportionate, and it could 
therefore be computed as a fraction of the 
income of the whole enterprise. However, the 
“organic unity” concept, originally developed 
to prevent the “cascade” effect of turnover tax 
being applied to sales between related firms, 
required a very close relationship such that the 
dependent enterprise was totally controlled 
managerially by its parent. Hence, it could easily 
be avoided by the interposition of a holding 
company; also, once Germany entered into tax 
treaties, it was held that the treaty provisions 
on company residence would override this rule 
(Landwehrmann, 1974, p. 250). In practice, the 
“organic unity” theory could be used to the 
benefit of the taxpayer, and was rarely used to 
its disadvantage.’ Furthermore, the organic 
unity theory was attacked as contrary to 
international law, since it involved an assertion 
of jurisdiction over foreign companies (Weber- 
Fas, 1968, pp. 184—186). Thus, when the 
avoidance of tax by the use of intermediary 
companies and tax havens became an issue in 
the early 1960s, the tax authorities sought 
initially to establish administrative rules under 
the general anti-avoidance provisions of the tax 
law, but eventually the government enacted the 
Aussensteuergesetz (Foreign Tax Law) of 1972, 
which gives a broad power, similar to those in 
the French and U.S. provisions, to adjust the 
income of a taxpayer if it has been reduced due 
to non-arm’s length transactions with a related 
entity. 


The League of Nations study and the arm’s 
length principle 

The question of international double taxation 
had been raised by business lobbies since before 
1914, and after 1918 was taken up through the 


° Einkommensteuergesetz 1925, ss. 33 and 34 (Reichsgesetzblatt, 1925-I, p. 196); Korperschaftssteuergesetz 1925, s. 13 


(p. 211). 


10 Fandwehrmann (1974, p. 251); who, however, cites a 1963 decision in which the Bundesfinanzhof upheld a decision 
by the Tax Commissioner that a 99% owned Japanese subsidiary of Schering could be treated as its Organ and thus 
resident in Germany (Judgment of 18 Dec. 1963 [1964] BStBl II 253); but this was prior to the German—Japanese treaty. 
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League of Nations, resulting in an intergovern- 
mental meeting of 1928 which agreed model 
tax treaties, to be negotiated bilaterally between 
states with suitable modifications to suit their 
tax systems (Picciotto, 1992, chapter 1). The 
model direct tax treaty allocated tax rights: the 
business profits of a company were taxable in 
its state of residence, but the profits of a foreign 
branch could be taxed in the state where it was 
located if it amounted to a “permanent establish- 
ment” (P.E.). However, a subsidiary should be 
treated as a separate legal person. This left open 
the question of how business profits should be 
allocated between a firm with P.E.s in more than 
one country, or between related companies. 
Funded by a $90,000 grant from the Rockefeller 
Foundation, a detailed study of the taxation of 
transnational enterprises was carried out under 
the auspices of the League, which resulted in a 
5-volume report of over 1200 pages, comprising 
parallel studies of the treatment of this problem 
in 27 different systems (League of Nations, 1932, 
1933). The studies were written by national 
experts, usually tax officials, and the inquiry was 
co-ordinated by Mitchell B. Carroll, who repre- 
sented the U.S. on the Fiscal Committee having 
participated in the League’s work as the U.S. 
Commerce Department’s specialist on European 
legal and tax matters. For the Allocation study, 
he visited 35 countries, meeting both tax 
officials and business contacts made through the 
help of the International Chamber of Commerce. 

Carroll’s analytical report identified the prob- 
lem of “transfer pricing”, probably for the first 
time, as one of the key issues posed for national 
regulators by the internationalization of busi- 
ness organization, as well as creating problems 
for the companies themselves as a result of their 
exposure to multiple regulation. He found that 
most tax systems attempted, as far as possible, 
to determine the income of a local branch, 
establishment or affiliate on the basis of separate 
accounts, which were required to be an accurate 
and just reflection of the business, although few 
prescribed the form of accounts or laid down 
criteria for the allocation of income between 
related businesses. However, all states adopting 
this as the primary approach also insisted on 
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verifying whether such accounts (if available) 
were a true reflection of the activities of the 
establishment, usually by comparing the accounts 
with those of similar but independent businesses, 
in addition to examining the accounts of the 
parent or related business to ascertain the 
breakdown of income and costs between them. 
If it proved impossible by such means to 
establish adequate separate accounts, most 
systems would fall back on the “empirical” 
method. This entailed assuming that the local 
establishment made the same percentage profit 
either as the enterprise as a whole, or as others 
in a similar line of business, and assessing its 
taxable profit merely by applying the relevant 
percentage, either to its turnover or to some 
other factor, such as capital employed. 

In a small number of tax systems, however, 
fractional apportionment was either the primary 
or the only basis of allocation. This was 
especially the case for Spain, which in 1920 had 
abandoned assessment on the basis of book- 
keeping, since many local branches of foreign 
companies showed little or no profit. The 
Spanish report argued strongly for its system as 
the only fair and practicable one. It reasoned 
that this was the only system which could ensure 
that no enterprise was taxed at more than 100% 
of its profits. Furthermore, this approach main- 
tained the liberty of the enterprise, since it did 
not entail attempting to control hundreds of 
costs, often in remote countries, which would 
result in the substitution of arbitrary prices and 
taxation on the basis of largely imaginary 
accounts. Under the Spanish system, any branch 
or affiliate forming a unity with a foreign 
company had its profits allocated not by any 
fixed principles laid down by law, but by 
principles determined by a committee of ex- 
perts, or “jury”, subject to the taxpayer’s right 
to appeal to the Council of Ministers. Neverthe- 
less, where separate accounts were maintained, 
the jury would pay regard to them in determin- 
ing the criteria for allocation. 

Carroll considered that the allocation prob- 
lem arose mainly in relation to the taxation of 
the local branch of a foreign-owned company, 
and he treated allocation between affiliated 
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companies separately. Interaffiliate pricing 
was considered to create the possibility of 
“diversion of profits” if the transactions were 
not “carried on at arm’s length” (p. 109). 
National tax laws provided several different 
means of dealing with such “diversion of profits” 
— Carroll identified five. However, these were 
not different methods of calculating an adjust- 
ment of profit, but rather slightly different legal 
theories justifying it, such as the British “agency” 
principle, or the German “Organschaft”, dis- 
cussed above. The methods of calculating the 
“true” income of a local subsidiary were in 
practice the same as in the case of a branch 
(i.e. empirical or fractional methods could be 
used, if only as a check). Nevertheless, Carroll 
seemed to assume that, since the problem was 
seen as “diversion of income”, rectification must 
be by substitution of market for manipulated 
prices. 

Carroll’s report resulted in a 1935 draft 
Convention which was never adopted as such, 
but the essential provisions of which became 
incorporated into the model tax treaties. Where 
an enterprise had establishments in more than 
one state, it specified that there should be 
attributed to each “the net business income 
which it might be expected to derive if it were 
an independent enterprise engaged in the same 
or similar activities under the same or similar 
conditions”. With some rewording, this still 
remains the essence of the “arm’s length” 
approach required by Article 7 of the current 
UN and OECD model tax treaties. Further, the 
arm’s length approach should in principle be 
implemented by establishing separate accounts, 
if necessary by rectifying “to re-establish the 
prices or remunerations entered in the books 
at the value which would prevail between 
independent persons dealing at arm’s length”. 
If no accounts are produced, or if they cannot 
be rectified, or with the agreement of the 
taxpayer, the business income of the establish- 
ment might be determined by applying a 
percentage to the turnover comparable to that 
of enterprises in a similar line of business. If 
both of these methods failed, the income might 
be computed by applying to the total income 
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of the enterprise as a whole “coefficients based 
on a comparison of gross receipts, assets, 
number of hours worked or other appropriate 
factors, provided such factors be so selected as 
to ensure results approaching as closely as 
possible to those which would be reflected by 
a separate accounting”. Although the “percent- 
age of turnover” method is now no longer 
explicitly referred to in Article 7, it is discussed 
in the OECD Commentary, and accepted as one 
way of establishing an “arm’s length profit”. 
Article 7(4) also still permits allocation “on the 
basis of an apportionment of the total profits of 
the enterprise to its various parts”, although only 
where this approach has been customary in that 
state, and only if the outcome of an apportion- 
ment is in accordance with the arm’s lengh 
principle. 

Although fractional apportionment was allowed 
as an alternative method, this applied only 
between separate permanent establishments of 
the same enterprise. It did not apply to the 
treatment of separate but related enterprises. 
Instead, where enterprises were “owned or 
controlled by the same interests”, their accounts 
could be adjusted to take account of the 
diversion of any item of profit or loss from one 
to the other. This established a rather narrow 
version of the “arm’s length” principle in 
relation to inter-affiliate dealings, which also 
substantially survives, in Article 9 of the OECD 
model dealing with the adjustment of accounts 
between associated enterprises. This was not, 
however, merely a conceptual confusion on 
Carroll’s part, nor deliberate proselytism “to 
make the world safe from fractional apportion- 
ment” (Langbein, 1986, p. 638). Carroll's 
conclusions flowed from the assumptions in 
identifying the two facets of the problem as 
being (i) the manipulation of transfer prices to 
minimize or avoid taxes, and (ii) the exposure 
of international businesses to overlapping taxa- 
tion. The assumption that transfer pricing is only 
a problem if there is a deliberate manipulation 
of prices leads to the conclusion that the aim 
of allocation should be to re-establish the “true” 
profits of that part of the business which is within 
the tax authority’s jurisdiction. 
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The advantages and limits of adjustment 

The adjustment of separate accounts undoub- 
tedly could be seen to have advantages over 
attempting to consolidate the accounts of 
related companies. First, it is possible to use a 
much broader definition of “common control” 
for a power to adjust than would be possible for 
consolidation, which must be based on the 
related company being wholly or at least 
majority owned. This is not to underestimate 
the difficulties of defining “common control” 
and of enforcing the principle effectively against 
avoidance: for example, the routing of intrafirm 
loans through an independent third party by 
using a parent company guarantee, or “back-to- 
back” loans (see below). In some countries, 
notably the U.K. and Japan, the definition looks 
to formal legal powers of control, and may be 
easily avoided: for example, a British court has 
held that related family trusts are not under 
common control if even one trustee is different 
(Commrs. of LR. v. Lithgows Ltd, 1960), Other 
laws have a broader definition of common 
control, including any powers of influence: thus, 
the German rules of 1983 include connection 
through “special channels of influence” (beson- 
dere Einflussmoglichkeiten) and through “iden- 
tity of interests” (1983 Rules, para. 1.3.2). 

Second, the adjustment of accounts of a local 
affiliate can be done by a national tax authority 
without proceeding to what would amount to 
a full examination of the entire group to 
eliminate all internal transactions; and without 
delaying the taxation of a profit made on an 
interaffiliate sale until the final profit is realized 
by a sale outside the group. 

The difficulty with adjustment of accounts lies 
in establishing criteria for the adjustment. Since 
the problem was identified as being the “diver- 
sion” of profits, the intention was to establish 
the “normal” profit, and it seemed natural to 
define this as the profit which would have been 
made had the parties been truly independent 
(Surrey, 1978, p. 414). This was all that the arm’s 
length criterion initially implied. There is 
considerable evidence that what the revenue 
authorities sought in practice was a fair alloca- 
tion of the total profit to the local affiliate. 
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Indeed, in its national report for the League of 
Nations study, the British Inland Revenue, which 
strongly favoured adjustment of accounts, stated 
that only 55% of cases were settled on the basis 
of separate accounts, and even then, the 
agreement of the taxpayer to adjustments was 
greatly facilitated by the availability of the 
alternative method, assessment based on a 
percentage of turnover (League of Nations, 
1932, p. 191). National laws, such as the French 
transfer pricing law of 1933 cited above, 
specifically provided that price adjustments 
could be checked by comparing the profits of 
the local affiliate with those of “similar under- 
takings normally managed”. 

If the aim of individual tax authorities was to 
ensure a reasonable profit allocation to the local 
affiliate, it was nevertheless important in the 
international context that this be done by 
adjusting the prices of specific transactions. If 
the aim is to relocate “diverted” profit, it appears 
more legitimate if this is done by an adjustment 
of prices for specific transactions than by a profit 
split. Indeed, in most cases the company can 
merely adjust its internal accounts in some 
suitable manner. Since most such adjustments 
take place as part of informal negotiations with 
tax examiners in one country, the firm may find 
a way to adjust the related company’s accounts 
informally, perhaps even without any need for 
negotiations with the authorities in the related 
country. On the other hand, if it were explicitly 
accepted that the aim was to ensure taxation of 
a “fair” proportion of the profit by each national 
tax authority, it would require explicit inter- 
national agreement on the definition and alloca- 
tion of the tax base of the company group. 
Instead of opening up this broad question, the 
arm’s length criterion served the purpose of 
confining the allocation issue to a case-by-case 
negotiation of specific pricing by individual 
companies. The issue was depoliticized, and 
treated as a technical one to be dealt with 
administratively. 

However, the dilemma of whether separate 
accounting and the arm’s length criterion mean 
arm’s length pricing or arm’s length profits 
creates a crucial ambiguity in the law. This can 
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be seen in the U.K. provisions, which were 
changed after 1945 when Britain adopted the 
League of Nations treaty model, and in 1951 a 
new statutory provision was enacted to deal 
with international interaffiliate transactions." 
This applies to any two bodies of persons under 
common control, although the previous rules 
dealing with a non-resident doing business in 
the U.K. through a branch or agent remained in 
force; and in such cases, the “percentage of 
turnover” method may still be applied.’? In 
contrast, the provisions on related entities are 
concerned not with the overall profit but the 
pricing of specific transactions. They provide 
that a price adjustment can be made, by 
Direction of the Board of Inland Revenue, to 
ensure that “the like consequences shall ensue 
as would have ensued” if the transaction had 
been “a transaction between independent per- 
sons dealing at arm’s length”. The section has 
remained essentially the same since 1951.1 In 
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practice, the British authorities prefer to deal 
by discreet negotiations and private settlement 
with the tax-payer, and in the 40-year life of the 
British “arm’s length” provision, there has been 
only one litigated case under it, and apparently 
very few instances of a formal Direction by the 
Board to effect a price adjustment.!* However, 
tax treaties are also incorporated into UK law," 
and this would allow adjustments as provided 
for in the relevant tax treaty, i.e. to profits and 
not just prices. But since the incorporation of 
the treaty is for the enforcement of arrange- 
ments for “relief from double taxation”, it seems 
that this provision empowers the Revenue to 
relieve a person from U.K. taxation, but not to 
make a unilateral adjustment of income, even in 
terms allowed by the treaty, unless the adjust- 
ment were agreed by the treaty-partner. Hence, 
a charge to U.K. tax must in principle be created 
by an adjustment to a price, not to income or 
profit (Davies, 1985, para. 14.04). 


11 Finance Act 1951 s. 37, re-enacted as Income Tax Act 1952 s. 469, replacing Rule 7 of the 1918 Rules. The section 
was introduced when it was realized that s. 51 of the Finance (No. 2) Act 1945, which provided for the conclusion of 
tax treaties, was insufficient to empower the adjustment of accounts between related entities, although there was 
considerable suspicion of it as a “socialist” measure: House of Commons debates (1950-1) Vol. 488, cols 2454-2466, 
Vol. 489, cols 2071—2098, esp. col. 2076. 


12 Rules 8, 9 and 12 of the 1918 General Rules are substantially re-enacted in the Taxes Management Act 1970 ss. 80~ 
81. In some circumstances a subsidiary in the U.K. may be treated as the agent of its parent so that some of the parent’s 
business may be considered to be carried on in the U.K.: Firestone Tyre & Rubber Co. v. Llewellin (1957). 


13 Now with revised drafting ss. 770 & 773 ICTA 1988. Interestingly, the Oil Taxation Act of 1975, which brought in a 
special Petroleum Revenue Tax for oil extraction and exploitation, introduced a specific definition of arm’s length pricing 
for such activities (now ICTA 1988 s. 771) stating that it shall be assumed in determining the arm’s length price that both 
buyer and seller should secure “a reasonable profit from transactions of the same kind carried out on similar terms over 
a reasonable period” (ICTA 1988 s. 771(6Xa)). 


14 The requirement of a Direction was introduced during the passage of the provision in 1951, following criticisms that 
the power would entail excessive administrative interference in the pricing decisions of companies: House of Commons 
debates 1950-1, Vol. 489, col. 2094. It has been claimed that no record is kept of such directions: Hansard 1983-4, Vol. 
51, p. 222. The only reported case is Commrs. of LR. v. Lithgows Ltd (1960), dealing with “common control”. 


15 Now by s. 788(3) ICTA 1988. An English court has held that the arm’s length rule in a treaty provision based on Article 
7(2) of the OECD model does not require “the substitution for every transaction between the branch and the main 
enterprise of the transaction that would have been entered into if the branch and the main enterprise had been carrying 
on wholly separate businesses”, but “permits a method of ascertaining the profit to be attributed to the branch which is 
one which might have been agreed between the branch and the main enterprise if the branch had been an independent 
enterprise” (Vinelott, J., in Sun Life Assurance Co. of Canada v. Pearson, 1984, p. 507). This concerned allocation of 
branch revenues under the treaty provision, whereas the U.K. statutory provisions for interaffiliate adjustments refer much 
more specifically to the pricing of transactions. 
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Although the arm’s length principle has a 
considerable early history, it is only in the last 
two decades that attention has been focused on 
its operationalization. However, the increased 
international politicization of the matter has 
reinforced the reluctance of both government 
officials and business advisers to tackle the issue 
directly by developing an internationally agreed 
approach to the definition and allocation of the 
tax base of international business. 


The growth of TNCs and the politicization of 
transfer pricing 

Despite the broad powers which many states 
gave their tax authorities in the 1920s and 
1930s, international businesses did make use of 
transfer price manipulations to transfer profits 
internationally, not least in order to avoid what 
they considered unfair or double taxation. For 
example, British firms with subsidiaries in the 
U.S. stated, when pressing the government for 
a tax treaty in 1944, that high U.S. taxes on 
dividends had forced them to repatriate profits 
by “unsatisfactory expedients such as invoicing 
goods at higher prices” (PRO file FO371/ 
38588). Although the arm’s length criterion was 
embodied in the models which provided the 
basis for the network of bilateral tax treaties 
which grew after 1945, and helped to facilitate 
the postwar growth of direct investment espe- 
cially by US TNCs, little attention was paid to it 
until the 1960s. The rapid growth of foreign 
direct investment reawakened discussion of the 
fairness of international tax arrangements. Busi- 
ness groups and capital-importing countries 
argued for home country exemption of foreign 
profits, but the main capital-exporting countries, 
in particular the U.S.A. and the U.K., would only 
concede a limited deferral of tax on foreign 
retained earnings. An international tax planning 
industry emerged to assist international business 
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to maximize tax deferral, which led to the 
exploitation of the opportunities for tax avoidance 
and arbitrage (Picciotto, 1992, chapters 5, 6). 

It was in this climate that there was a renewal 
of concern about the possibilities. for tax 
avoidance offered by transfer price manipula- 
tion. This was felt first and most strongly by the 
U.S., whose firms were the most active in 
expanding abroad. Also, since U.S. tax law 
exempted foreign subsidiaries, U.S. TNCs could 
more easily escape all US. tax on foreign 
retained earnings, while under British law a 
foreign firm could be treated as resident and 
taxable if controlled from the U.K. Thus, 
although the U.S. Congress rejected proposals 
in 1962 to end tax deferral for foreign sub- 
sidiaries, it enacted the Subpart F provisions for 
taxation of Controlled Foreign Corporations, 
and gave strong support for more active 
enforcement of controls over transfer pricing. 
In fact, the IRS had already initiated an 
international enforcement programme in 1961 
reactivating s. 482 (Bischel, 1973, p. 492). 
Exposed to the increasing use by tax examiners 
of the wide powers of the section, taxpayers 
themselves were pressing for new regulations 
to ensure more uniformity (Tillinghast, 1979, p. 
271). 

The s. 482 Regulations were finally approved 
in 1968, and provided the basis for the U.S. IRS’s 
monitoring of transfer pricing for two decades 
without substantial changes, although dissatis- 
faction with them was continually expressed on 
all sides.'° These regulations defined five cate- 
gories of related party transactions, and specified 
rules to be used in determining appropriate 
pricing for each category. The regulations 
specify, for each category of transaction, that 
the primary test should be the comparable 
uncontrolled price (CUP): the amount that was 
charged or would have been charged in 
independent transactions with or between 
unrelated parties dealing at arm’s length. 


16 Proposed changes drafted in 1971 were not implemented, apparently on the grounds noted by 2 1978 memorandum, 
that they would benefit large firms at the expense of small business, and “condone the non-arm’s length pricing of 
intercorporate transactions”: U.S. General Accounting Office (1981, pp. 48-49). Yet the Gordon report in 1981 again 
recommended a study of the regulations with a view to revisions to reduce uncertainty and subjectivity (U.S. Treasury, 
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Relevant circumstances should be taken into 
account in determining comparability for parti- 
cular transactions: for example, for loans, the 
period of the loan, any security, the credit 
standing of the borrower and prevailing interest 
rates; for leasing, the type and condition of the 
property and its investment and maintenance 
costs. Despite the emphasis on the primacy of 
the CUP, the regulations offered alternatives for 
each type of transaction. A “safe harbour” was 
defined for some transactions: e.g. for loans, the 
“safe harbour” interest rate was originally 4— 
6%; it was occasionally changed as rates rose, 
but this procedure was criticized as too slow 
(U.S. GAO, 1981, p. 15) and eventually, in 1988, 
the safe harbour rate was defined in relation to 
Federal rates, which are specified monthly (US. 
Treasury, 1988, p. 74). For services and leasing, 
the “safe harbour” was defined on the basis of 
a cost formula; but the leasing safe harbour 
option was removed in 1988. In the case of 
intangibles (intellectual property and know- 
how), no specific alternative was provided for 
CUP, but the Regulations listed a dozen factors 
that should be taken into account in fixing an 
arm’s length price (ITR, 1-482-2-d-2iii). Finally, 
for the pricing of tangibles (goods), the regula- 
tions provided a four-tier hierarchy of methods: 
first, CUP; then, resale price minus an appropriate 
profit markup; third, cost of production plus an 
appropriate profit markup; and only where none 
of these methods can reasonably be applied may 
“fourth methods” be used — i.e. “some appro- 
priate method of pricing other than those 
described...or variations on such methods” 
(ITR, 1.482-2-e-1-iii). 

By attempting to control the broad discretion 
in s. 482 to adjust related company accounts, 
the 1968 Regulations significantly transformed 
the arm’s length rule. Instead of treating arm’s 
length as a general principle for ensuring that 
the allocation of overall profits and costs 
between related companies was broadly fair, the 
U.S. approach set out on the steep slope of 
attempting to define rules for the pricing of 
specific transactions. At the same time, the U.S. 
authorities were keenly aware that such rules 
should not be unilaterally established, but must 
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as.far as possible be internationally agreed, and 
Stanley Surrey, the influential U.S. Treasury Assis- 
tant Secretary, and his colleagues were active in 
international meetings, both of professional 
bodies and intergovernmental organizations. 

Initially, the transfer pricing problem was not 
treated as a matter of great urgency; but by the 
1970s the power of “the multinationals” was 
becoming a highly politicized issue. Of particular 
concern was the ability of TNCs to move both 
short-term liquid funds and longer term invest- 
ment capital between countries and currencies, 
partly by the adjustment of payment terms 
between affiliates. In this. period of transition 
from the fixed exchange rate system to floating 
rates, the TNCs’ primary need was to minimize 
their exposure to currency fluctuations; and the 
devices they used, such as “leads and lags” in 
intrafirm international payments, in turn contri- 
buted to currency instability. The issues merged 
into a generalized debate about the power of 
international capital vis-à-vis the state (Governor 
of the. Bank of England, 1973). Some of this 
generalized concern was brought to a head by 
the cause célébre of. Hoffmann La Roche. 
Although this dispute had its origins in the 
operation of the British government’s then- 
voluntary price regulation scheme for health 
service drugs (Hancher, 1990, esp. pp. 329— 
332), it became publicized following reference: 
of the pricing to the Monopolies Commission, 
and Roche’s refusal to provide the Commission 
with worldwide pricing data, which led to 
the use of very low price comparators from 
Italy where pharmaceuticals were not patent- 
protected (U.K. Monopolies Commission, 1973). 
the dispute was eventually settled by the 
payment of an agreed sum to the NHS; but the 
case led to investigations, in many other 
countries, of Roche’s pricing policies. It is not 
publicly known whether the Inland Revenue 
had itself taken any action on Roche’s transfer 
prices under its own powers, or did so 
subsequently. However, the case undoubtedly 
created political pressures in Britain and other 
countries to set up a more active policing of 
transfer pricing. 

Consideration of the issue at the international 
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level led to general endorsements of the arm’s 
length principle in the OECD Guidelines for 
Multinational Enterprises and the Report of the 
United Nations Group of Eminent Persons on 
Multinational Enterprises. More detailed studies 
were carried out by the UN Group of Experts 
on Tax Treaties, as part of its continuing 
consideration of the model treaty, and by the 
OECD Fiscal Committee, which published its 
celebrated report on Transfer Pricing in 1979. 
Working at the same time and with overlapping 
membership, both these bodies confirmed the 
general primacy of the arm’s length principle 
and supported the general approach embodied 
in the U.S. regulations of 1968. This entailed 
attempting to elaborate more specific criteria to 
be used in evaluating the pricing of specific 
transactions of various kinds. Thus, they con- 
firmed the Comparable Uncontrolled Price as 
the most appropriate and in theory the easiest 
method, but they specified further that, in view 
of practical difficulties, the alternatives of Resale 
Price Minus or Cost Plus might be useful as 
alternative methods. Finally, it was conceded 
that “the complexities of real life business 
situations” might create difficulties requiring a 
combination of these methods, or other methods 
still, to be used (OECD, 1979, para. 13). Never- 
theless, proposals for a radical reformulation of 
the approach by moving away from arm’s length 
to “so-called global or direct methods of profit 
allocation” were firmly rejected (OECD, 1979, 
para. 14). Significantly, however, even the OECD 
report remarked that this did not mean that “in 
seeking to arrive at the arm’s length price in a 
range of transactions, some regard to the total 
profits of the relevant MNE may not be helpful, 
as a check on the assessment of the arm’s length 
price” (OECD, 1979). 
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These studies were carried out in a context 
not only of generalized political concern about 
transfer pricing, but also of specific pressures 
generated for tax officials by the issue of 
Worldwide Unitary Taxation, brought to a head 
by the dispute over Article 9(4) of the draft 
U.S.—U.K. treaty (Picciotto, 1989). The 1979 
OECD report in particular established a general 
international consensus that the transfer pricing 
question ought to be taken seriously, and that 
arm’s length should be the guiding principle for 
dealing with it. However, the report did not take 
the form of a new model treaty, nor even a 
commentary on the relevant provisions of the 
existing model; the OECD Council simply 
adopted a recommendation that member states 
take into account the considerations and methods 
set out in the report when reviewing and if 
necessary adjusting transfer prices. The 1979 
report has been followed up with a series of 
reports since 1984 on specific aspects of 
intrafirm pricing, but once again, unsurprisingly, 
these merely discuss the issues and do not 
establish any clear, agreed rules. 

A variety of methods have been used in 
adopting the principles of the OECD report in 
the laws and practice of member states. Some 
countries, for example The Netherlands, con- 
tinued to rely on general anti-avoidance rules, 
based on the principle that business profits must 
fairly reflect the substance of transactions, while 
publicizing their general support for the OECD 
report.’” Others found the report lacking in 
specificity, and enacted detailed regulations, 
such as the West German authorities regulations 
of 1983,'* and the detailed guidelines issued by 
the Italian Ministry of Finance.!° The U.K. has 
avoided elaborating any regulations, and the 
outline “guidance notes” issued in 1980 


17 However, the Dutch Ministry of Finance issued a circular letter containing administrative guidelines on 25 April 1985, 
following the subsequent OECD report of 1984 on some more specific transfer pricing issues. 


18 Bundessteuerblatt (1983, Part I, p. 218); English and French language versions and a useful glossary of German tax 
terms are provided in Radler & Jacob (1984). See also Hoppner (1983). 


+9 Italy, Ministry of Finance (1980). Materials on national transfer pricing rules and practices are most usefully collected 


in International Bureau of Fiscal Documentation (1987). 
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referred only in the most general terms to 
methods used by the Revenue. 

Despite the general agreement on the arm’s 
length approach, neither the international 
studies and reports, nor the development of 
national practice and rules, have succeeded in 
establishing agreed common criteria, still less 
common rules. The apparent widespread agree- 
ment on the arm’s length approach has 
contrasted starkly with the indeterminacy about 
the actual content of the arm’s length rules. The 
reaffirmation of arm’s length appears to be more 
than ever necessary in order to avoid the 
political difficulties that would be caused by 
opening up the question of an international basis 
of allocation of the tax base of TNCs. Thus, a 
German Finance Ministry official has stressed 
that the administrative adjustment of transfer 
pricing would be redolent of “planned economy 
and sterile bureaucracy” if it were not firmly 
based on the principle that “Even members of 
a group of enterprises are supposed to act in 
their pricing like participants of a free market” 
(Hoppner, 1983;-p. 212). Overt conflict has 
been averted and ad hoc solutions have been 
found, largely through the rapid development 
of procedures for administrative co-operation 
and co-ordination. Nevertheless, at least one 
Official who has been continually involved has 
stated that he has feared for two decades that 
there might be a “general open clash between 
tax authorities in the field of arm’s length 
pricing” (Menck, in Competent Authorities, 
1986, p. 585). 

Indeed further public conflict emerged in 
mid-1990, with renewed attacks in the U.S. 
Congress on taxation of TNCs. Hitherto, the 
Congress had been primarily concerned with 
the problem of U.S. TNCs taking advantage of 
deferral to minimize their U.S. tax liability. This 
led to a modification of the cornerstone of the 
US. transfer pricing regime, s. 482 (the first 
substantial change in nearly 60 years since its 
enactment), made by the 1986 Tax Reform Act; 
which was followed by proposals in a Treasury 
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White Paper of 1988 for significant modifica- 
tions in the administration of the section (to be 
discussed below). While this was still under 
consideration, however, there was increasing 
concern about the rapid growth in foreign direct 
investment into the U.S., especially by Japanese 
firms (U.S. Congress, 1990a). Fuelling a general 
political concern about “unfair competition”, a 
Congressional staff study highlighted figures 
showing that 25 Pacific-rim and 11 European- 
based multinationals with more than $35 billion 
in retail sales in the U.S. in 1986 paid little or 
no income tax while handling billions of dollars 
distributing foreign-made products in the U.S. 
for their foreign parents. It was stated that the 
36 companies accomplished this through “in- 
flated pricing of goods purchased from the 
foreign parent, or the performance of functions 
not properly compensated for by the foreign 
parent”, and even the IRS confirmed that foreign- 
owned firms generally showed a lower rate of 
return on assets, and of net income on gross 
receipts, than U.S.-controlled domestic corpora- 
tions. Lobbies on behalf of foreign investors 
argued strongly that many factors could account 
for profitability differences, such as high start- 
up costs in the U.S. market. Attempting to defuse 
political pressures, Treasury Secretary Brady 
gratefully accepted proposals from the British 
and German Finance Ministers that a joint study 
of transfer pricing problems be carried out.?° 
What was most striking was that neither the 
efforts by the U.S. over three decades to develop 
an effective transfer price regime for U.S. foreign 
direct investments, nor the work in international 
bodies especially the OECD since 1975, were 
regarded as providing an adequate answer to 
US. political concerns about the adequacy of 
taxation of inward direct investment. 


Arm’s length price or arm’s length profit 

In principle, the arm’s length approach 
requires tax authorities to adjust the prices of 
specific transactions, relying on comparators 
from unrelated party transactions, rather than 


20 Letter of 29 August, printed in Tax Notes of 10 September 1990. 
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performing a global profit allocation. In practice, 
both administrators and courts have used the 
profit split produced by a price adjustment 
either for validation or even as the basis for the 
adjustment. Relationships between related com- 
panies sharing factor inputs are hard to. isolate 
as specific supplier—receiver transactions: In the 
US. in particular, as the limitations of the 
transactional approach in the s. 482 Regulations 
have become more apparent, the use of profit 
split has gained ground, culminating in the 
decision in Eli Lilly v. Commissioner (1988), 
accepting an allocation based on profit split, 
after attempts to fix arm’s length prices had 
failed due to non-existence of comparables. A 
study ofall the s. 482 cases in the courts between 
1962 and 1980 — 22 cases —— has also confirmed 
the importance of profit split (Donnelly, 1986). 
The position thus reached in the U.S. was that 
profit split is important as a check on the 
reasonableness of adjustments to transaction 
prices; and it could also be used in its own right 
where adjustment based on arm’s length is not 
possible. In practice, in most countries, it is 
more likely to be the taxpayer that relies on the 
arm’s length price criterion, by pointing to a 
market price which should be accepted as 
comparable; while the main point of reference 
for the tax authorities will be the profit which 
the price produces, Although this means pri- 
marily a comparison with. the profits of other 
similar undertakings, inevitably there will also 
be some consideration of the internal profit split 
within the TNC. 

However, there is considerable ambivalence 
about profit split. First, it is considered to be 
appropriate only as a guide because, since it is 
not based on any rigorous evaluation of the 
consolidated accounts of the group of related 
companies, it is no more than a rough check on 
the profitability of the local subsidiary in relation 
to the group and in comparison with other 
similar firms. There may frequently be good 
reasons for significant divergence, e.g. where 
operations in particular markets are limited to 
highly profitable lines, or where a foreign-owned 
firm has superior technology which produces 
much higher profits than local firms. Conversely, 


S. PICCIOTTO 


a foreign-owned subsidiary may experience 
difficulty in establishing itself in a new market, 
or may for other good reasons register repeated 
losses, in contrast with the group’s more 
profitable operations elsewhere. 

Furthermore, the use of profit comparisons 
has caused disagreements among national 
authorities. As already mentioned, it is still 
formally accepted that in the case of a branch 
or other permanent establishment, where com- 
parable market prices for specific transactions 
are not available, profit comparison with similar 
independent firms is permitted, using percent- 
age of turnover or other appropriate coefficients. 
Historically, this clearly meant comparison with 
similar enterprises located in the same country; 
but in the case of multinational banks, which 
frequently operate through foreign branches, 
Japan and the United States have taken the view 
that it is more appropriate today to use global 
coefficients or criteria, while other OECD states 
do not agree (OECD, 1984-II, paras 64—70). 
Also, when the OECD Committee considered 
that it was justified in treating the question of 
thin capitalization as a transfer pricing matter, 
the German. authorities.expressed a reservation 
to that report’s reasoning, on the grounds that 
it was based on “the notion of an ‘arm’s length 
profit’, rather than on the generally accepted 
notion of an.‘arm’s length price”, and pointed 
out that “the consensus regarding the actual 
application of the arm’s length principle is 
extremely vague and precarious” (OECD, 
1987b-I, p. 36). This demonstrates a reluctance 
to move away from the apparent security of 
specific price adjustments towards profit com- 
parisons. Finally, there is official agreement 
generally that the “separate enterprise” approach 
must be kept distinct from the unitary method, 
which if it has any formal validity is considered 
at most an exceptional and subsidiary method 
applicable only to permanent establishments. 

Although the official position, especially in the 
U.S., has emphasized the comparable uncon- 
trolled price as the primary method and 
touchstone for pricing each category of trans- 
action, more than twenty years of experience 
of administering the U.S. regulations has shown 
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that in a large proportion of cases where TNC 
pricing is examined no comparables can be 
found. This has been shown quantitatively by 
half a dozen studies of s. 482 allocation cases in 
relation to tangibles (U.S. Treasury, 1988, p. 22). 
Criticism of the arm’s length method reached a 
peak when the General Accounting Office 
(GAO) published a report to the Congress in 
1981, which concluded: 

“Because of the structure of the modern 
business world, IRS can seldom find an arm’s 
length price on which to base adjustments but 
must instead construct a price. As a result, 
corporate taxpayers cannot be certain how 
income on inter-corporate transactions that 
cross national borders will be adjusted and the 
enforcement process is difficult and time- 
consuming for both IRS and taxpayers. ...We 
recommend that the Secretary of the Treasury 
initiate a study to identify and evaluate the 
feasibility of ways to allocate income under s. 
482, including formula apportionment, which 
would lessen the present uncertainty and 
administrative burden created by the existing 
regulations” (U.S., GAO, 1981 p. 54). 

The IRS and Treasury strongly countered the 
conclusions of the GAO report, and the figures 
on which they were based, especially the GAO’s 
extraordinarily low figure of 15% for adjust- 
ments based on CUP; perhaps with some justice, 
since the total of 34 adjustments to the pricing 
of tangibles was not a large statistical sample. 
However, it was in itself surprising that as few 
as 34 adjustments had been made to tangibles 
pricing, in a programme of audit including all 
TNCs with assets over $250m, in which over 
500 International Examiners’ reports were 
completed over a two-year period. In contrast, 
many more adjustments were made to the 
pricing of loans, services and rents — 274 of 
the 403 adjustments; but they were almost all 
(240 or 87%) made using safe haven rules. 
However, these accounted for only $60.4m by 
value, compared to the $277m produced by 
only 34 adjustments to tangibles pricing. The 
clear implication is that verification of tangibles 
pricing, since safe haven rules could not be used, 
consumed more time and expertise; but equally, 
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it could produce more significant adjustments. 
Although the IRS subsequently tried to support 
its views by its own comprehensive study 
published in 1984, even this still showed that 
adjustments were more often made by “other” 
methods than by using the CUP. In fact, the 
Treasury has changed tack, and the 1988 White 
Paper no longer attempted to defend previous 
practice, but proposed a new approach to 
pricing, the basic arm’s length return method 
(see below). 

The statistical evidence is a significant indica- 
tion that there are serious difficulties in estab- 
lishing arm’s length prices on the basis of 
comparables. The evaluation of detailed qualita- 
tive factors, as well as the effect of quantity on 
price, make it very difficult if not impossible to 
establish with certainty the comparability of 
similar items sold by third parties, and even of 
the same item sold by the same firm to third 
parties. Above all, few tax authorities have the 
time or expertise for this process. Even the U.S.A. 
has had difficulty in allocating resources com- 
mensurate with the growing scale of the 
problem (Woodard, 1988). It is hard to imagine 
that even a medium-sized underdeveloped 
country could cope; the now well-established 
practice of pre-shipment inspection, mainly for 
foreign-exchange purposes, could prove effec- 
tive for these purposes too, although unsurpris- 
ingly it has come under political attack. 

Some of the difficulties involved in establish- 
ing comparables may be avoided by the use of 
safe harbours, which are both easy to administer 
and, if they can be internationally agreed, can 
prevent economic double taxation. However, a 
safe harbour is only possible for standardized 
transactions taking place in competitive markets. 
In such conditions, it may be possible to define 
a reasonably precise rule; but there is still the 
issue of whether such a rule should be inflexible, 
or merely create a rebuttable presumption. 
Fairness may require that the tax-payer be 
allowed to demonstrate that a price charged 
complies with the arm’s length criterion even 
though it is outside the safe harbour. But from 
the point of view of the government this “would 
serve only to reduce tax liability”, since 
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taxpayers would normally choose to rebut the 
presumption if it would be advantageous (U.S. 
Treasury, 1988, p. 73). 

The OECD Fiscal Committee considered the 
use of “safe harbours” in relation to the problem 
of thin capitalization, but could not decide 
whether to opt for a fixed rule, with the merit 
of certainty and predictability, or a flexible 
approach, which can respond to the particular 
circumstances of each case. A majority took the 
view that a fixed capitalization ratio would be 
inconsistent with the arm’s length requirement, 
unless it merely created a presumption which 
the taxpayer could rebut; and the report also 
urged that if a ratio is adopted, it should be fixed 
as high as possible, to minimize the problem for 
taxpayers of disproving the presumption (OECD, 
-1987b-I). On the other hand, the wide discre- 
tionary scope of the case-by-case approach was 
recognized as necessary, since a company can 
normally choose its capital structure from a 
wide range of options, and it may not be 
appropriate to ask what level of debt an 
independent third party, such as a bank, would 
have permitted, since such a party would not 
have available to it the amount of information 
which a parent would have about its own 
subsidiary (OECD, 1987b-I, para. 76). Thus, the 
Committee could come to no better conclusion 
than that the judgements of tax authorities and 
courts should be consistent and based on 
evidence of transactions between independent 
persons, applied in a reasonable manner (para. 
78). In practice, however, it seems that revenue 
authorities do operate defined ratios as an 
informal guide, to avoid the uncertainty of a 
case-by-case approach, as well as the time- 
consuming process of individual evaluations.?! 
However, the validity of Revenue challenges to 
related-company thin capitalization based on 
analogies to third-party “arm’s length” situation 
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has been directly challenged by the increased 
use by many companies of leveraged recapital- 
izations, which have made it very hard to define 
a “normal” capital structure (Briffett, 1990). 
In practice, it is extremely difficult for 
revenue authorities to use specific rules to 
regulate the complex financing devices open to 
companies produced by the fertile minds of the 
highly paid accountancy and law firms. For 
example, the power to adjust related company 
financial transactions may be circumvented by 
channelling the loan through an unrelated 
company, back-to-back with a loan to it from a 
non-resident affiliate. Further advantages can be 
gained by using dual-resident companies, whose 
accounts can be consolidated with those of 
related firms in two jurisdictions, thus allowing 
a “double dip”, or deduction of the same interest 
twice.2 These are merely some of the simpler 
schemes devised by the international tax special- 
ists. Once a particular form of financing has 
become established, a move against it by one 
state results in objections from the business 
lobbies that they are being unfairly treated and 
their competitiveness would suffer. Thus, the 
growth of debt-financed company acquisitions, 
many of them from abroad, led the U.S. Congress 
to enact provisions in 1989 to limit deductibility 
of interest paid to related parties. These rules 
against “earnings stripping” provide for non- 
deductibility of “excess interest” paid to a 
related person if the recipient does not pay U.S. 
tax on such income, and the payor corporation 
has a debt ratio over 1.5 to 1 and “excess interest 
expense” (interest payments above a certain 
proportion of income). Business lobbies on 
behalf of overseas investors objected that this 
denial of interest deduction entailed a unilateral 
override of the non-discrimination provision in 
tax treaties. On the other hand, the U.S. measures 
at least have the merit of providing a specific 


21 Thus, the U.K. Inland Revenue has been widely stated to operate an informal safe harbour debt-equity ratio of one-to- 
one, as well as a rule of thumb that pre-tax profits should be at least three times the interest expense: see Tomsett (1989, ` 


p. 143). 


22 This is being combated by provisions against dual residence. 
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statutory rule — although one that is therefore 
avoidable. 

Special difficulties have increasingly arisen in 
dealing with the allocation of gains and losses 
of firms which are transnational financial inter- 
mediaries operating in the increasingly global 
financial markets. In principle, their activities 
can be dealt with according to the traditional 
separate enterprise approach, by attributing the 
profit from each transaction to the branch or 
subsidiary making the sale, unless it is considered 
to be a dependent agent for the parent or head 
office and therefore entitled only to a commis- 
sion similar to the “merchanting profit” of a 
wholesaler. However, the growing complexity 
of multiple operations in different global markets, 
exploiting the possibilities of arbitrage and of 
market scope by trading assets continuously on 
an almost 24-hour per day basis, have under- 
mined the effectiveness of the separate enter- 
prise approach. Global trading offers considerable 
advantages of hedging and arbitrage (exploiting 
even small price differences in different markets) 
as well as access to a wider client base. An 
important element is regulatory arbitrage: ex- 
ploiting differences in the regulatory treatment 
of transactions between markets, not only or 
primarily tax treatment, but also various mone- 
tary and banking controls and prudential 
requirements, such as capital adequacy and 
liquidity rules, prohibitions of maturity mis- 
matching and limits on foreign exchange 
exposure. 

A direct means of regulatory arbitrage is for 
global finance houses to exploit the possibilities 
of internal intrafirm trading by the “transfer 
parking” of transactions such as loans and 
foreign exchange positions. The use of transfer 
parking became publicized by investigations 
into the activities of New York’s Citibank, 
following allegations made by an employee in 
1977, which were revealed in a court case for 
unfair dismissal, and were followed up by 
investigations by the SEC and a U.S. Congres- 
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sional Subcommittee.?? Parking entails transfer- 
ring a loan or foreign exchange position to a 
related branch or subsidiary, either by booking 
it directly to the related entity, or by undertak- 
ing an offsetting transaction, sometimes return- 
ing it also by a “round-trip” or “back-to-back” 
procedure. In the highly competitive money 
markets, a margin of a fraction of one percent 
determines profit or loss, and structuring trans- 
actions to minimize the costs of regulatory 
compliance may become a necessity. In such 
cases, where there is evidence that the sale and 
repurchase were simultaneous, it might be 
possible to establish tax evasion. In the absence 
of such proof, the validity of this type of 
transaction could depend on whether the sales 
were within prevailing market ranges, and 
whether they were booked in a low-tax centre 
in anticipation of profit, or retrospectively once 
it was known that a profit and not a loss had 
been achieved (Bartlett, 1981). Citibank’s trans- 
actions were also part of more complex 
arrangements whereby the Paris office could 
avoid French tax on foreign exchange profits, 
converting them into lower-taxed interest in- 
come, by swapping a deposit in a low interest 
currency for a high interest currency which was 
placed with a related branch, giving Paris a loss 
on foreign exchange (from the forward discount 
on the high interest currency), but interest 
earnings (from the interest rate spread between 
the two currencies) (Dale, 1984, p. 201). The 
potential tax advantages of linking interest rate 
and currency swaps have been summarized as 
follows: “Of course, with careful construction. .. 
there are opportunities for linking swaps to high 
interest borrowings of a soft currency with 
resulting benefits, such as the creation of tax- 
free gains and a capital gains tax loss, all in a 
fully hedged situation” (Selter et al., 1990). 
Tax authorities are not powerless against such 
manoeuvres: they can reattribute a profit trans- 
ferred by the rebooking ofa transaction; or more 
radically, can reattribute all the profits made by 


23 The material is usefully summarized by Bartlett (1981), and in Dale (1984), Appendix 2, “Citibank’s ‘Rinky Dink Deals’: 


a Case study in Regulatory Arbitrage”. 
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an offshore office, on the grounds that it is 
effectively managed from the local branch. This 
step was indeed taken by the German authorities 
in relation to business booked to the Nassau unit 
of Citibank based in Frankfurt (Dale, 1984, p. 
199). However, they face major enforcement 
problems due to the sheer number of deals and 
the dispersed nature of financial markets. These 
markets are dominated by a network of major 
participants, so that the rates quoted in the 
multiplicity of bilateral deals result in a prevail- 
ing price range; but there is no single market 
and no universally recognized market rate. As 
Edwards, the dismissed Citibank employee 
pointed out: “In order to get a full picture of a 
Citibank interbank transactions, it is necessary 
to examine its individual components at all 
branches involved. The chances of random 
sampling in several Citibank branches produc- 
ing a single complete parking transaction are 
almost non-existent” (cited in Bartlett, 1981, p. 
110). Neither bank regulators nor tax authori- 
ties have the resources for continuous monitor- 
ing of such transactions on a world-wide scale, 
yet Dale concludes that such activities “far from 
being confined to Citibank, are endemic to 
multinational banking” (Dale, 1984, p. 204). 
Hence, the complexity of financing arrange- 
ments makes it very difficult for the authorities 
to operate effectively with precise rules; but it 
is equally hard to apply broad anti-avoidance 
provisions without accusations of arbitrariness. 
It has been difficult for the national authorities 
to develop their own approaches to taxation of 
the profits from global financial trading, let alone 
establish internationally agreed principles. The 
OECD Committee has published one short study 
on taxation of foreign exchange gains and losses, 
which dealt only with gains or losses made 
incidentally in the course of a business which 
is not normally that of dealing in currencies, and 
even that report was described as a preliminary 
step in a rapidly developing field (OECD, 1988, 
para. 5). On the treatment of currency swaps, 
the report was confined to a bare description 
(para. 70), not mentioning intrafirm swaps, and 
Stating that “The tax treatment of payments 
under instruments of these types is, in general, 
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still being developed, and it is not yet, therefore, 
possible to comment on it very informatively” 
(para. 71). In the meantime, the possibility of 
wide divergences in tax treatment created 
significant uncertainty. Studies published by 
specialists in private practice and in the govern- 
ment service have disagreed about the advant- 
ages of formula apportionment (Plambeck, 
1990; Ernst & Young, 1991). Whichever approach 
is adopted, it would require detailed agreement 
between the major taxing authorities on the 
characterization of transactions and the attribu- 
tion of gains and losses between the elements 
ofa global trading team based in different offices. 
A formula approach might in fact be administra- 
tively simpler, especially if it could be agreed by 
the various parties as an advanced ruling. It 
would also make more economic sense, by 
acknowledging that the profits of a globally 
traded book of assets result from the synergy of 
the team as a whole (Plambeck, 1990). 


Proportionate allocation of joint costs 

A major competitive advantage of TNCs, and 
reason for their existence, is the ability to share 
costs, especially overheads and other fixed costs. 
Since the allocation of such costs can have an 
important effect on allocation of the tax base, 
it has always been an important transfer pricing 
question. It has been a cause of conflict between 
the home states of TNCs, which have required 
a proportion of such costs to be charged to 
foreign branches and affiliates, and host states 
which have resisted such general charges and 
preferred itemized payments based on identified 
benefits. From the point of view of TNCs, these 
represent costs which must be deductible 
somewhere against gross profits, and they 
consider that tax authorities should not interfere 
with any reasonable arrangement for sharing or 
allocating them. 

For headquarters and general service costs, 
host states generally apply a “benefit test”, and 
prefer fee-for-service charging, if possible based 
on independent contractor pricing (e.g. for 
accountancy and legal services). Frequently, 
however, benefits are non-specific or indirect, 
and services carried out for one member add to 
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the knowledge base of the group. It is therefore 
common for central service costs to be charged 
by an “indirect” method apportioning the costs. 
Most tax authorities have been obliged to accept 
this, although some only do so if direct charging 
is impossible, and an actual benefit can be 
shown. On the other hand, the US. rules 
mandate U.S. parent companies to make a cost 
apportionment to foreign affiliates for joint costs 
wherever there is a mutual benefit, based on the 
relative benefits. Apportionment of costs may 
be done either by cost sharing, based on the 
estimated share in the benefits of each affiliate, 
or by “cost funding” contributions from each 
affiliate based for example on gross turnover. 

The difficulty is that these methods essentially 
entail allocation of costs by formula, which runs 
counter to the arm’s length approach. Neverthe- 
less, following the 1979 OECD report the 
business lobby groups pressed for acceptance 
of cost contribution arrangements. Some mem- 
bers of the OECD Committee still had significant 
reservations, particularly to cost funding, where 
the chargés may be unrelated to the benefit 
received; but the majority view accepted that 
even though cost sharing does not correspond 
to arrangements applied between unrelated 
parties, it may nevertheless be justified by the 
“special situation of MNEs” (OECD, 1984-III, 
para. 63). Nevertheless, many countries, espe- 
cially those which have been mainly recipients 
of direct investment (e.g. Germany), are still 
very restrictive in their allowance of deduction 
for joint costs: they require proof of services 
performed, exclude “shareholder costs” (OECD, 
1984-HI, paras 33—43), and allow an element for 
cost of capital invested, but not for profit since 
they consider that there is no risk when costs 
are shared. 

Similar issues and conflicts have arisen in 
relation to the sharing of financing costs. Some 
states permit or require deduction of interest 
expense based on the average cost of external 
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borrowing for the firm as a whole. Thus, the U.S. 
rules require allocation of interest expense of a 
corporation such as a transnational bank be- 
tween its domestic and foreign activities accord- 
ing to the ratio of domestic to foreign assets 
(internal Revenue Code s. 864). Further, the 
Tax Reform Act 1986 extended this to con- 
solidated corporate groups, including multi- 
national groups falling within a defined affiliation 
rule.” However, the apportionment of interest 
expense has been criticized and rejected by a 
majority of the OECD Committee, which took 
the view that both a foreign branch and a 
subsidiary should be permitted to deduct the 
interest actually charged on interaffiliate or 
parent company loans, provided the rate is arm’s 
length (OECD, 1984-II, esp. paras 58-62). Both 
Japan and the U.S. argued that host states are 
permitted but not required by Article 7 of the 
model treaty to allow deductibility of the actual 
interest charged between bank branches and the 
head office. Japan only allows deduction of the 
actual interbranch interest charged if the source 
of the funds can be traced and documented; but 
since this is not normally possible, the interest 
cost allowed is normally a reasonable estimate 
based on prevailing rates. The U.S. approach 
takes the view that money is fungible — or at 
least money of the same currency. Foreign bank 
branches in the U.S. are permitted to deduct 
interest based on the original source of funds 
only if that original price is the price of 
Eurodollar borrowing; otherwise, a “currency 
pools” method is used, since “a bank’s receipts 
and payments of interest may be regarded as all 
flowing into and out of one common pool” 
(OECD, 1984-II, para. 59). However, the Com- 
mittee took the view that this system was not 
simpler to operate, since the detailed calculation 
of the cost of borrowings would be complex. 
More importantly, it disregards the specific role 
of the particular branch, which might not be 
typical of the bank as a whole, and might result 


74 This rule was fixed by the IRS in temporary regulations at 80% ownership. It was revealed soon after that the Ford 
Motor group had decided to reorganize its financial, insurance and leasing subsidiaries to be owned through a new holding 
company, 25% of the shares of which would be placed with institutional investors, so that the Ford ownership would fall 
below the 80% threshold (Tax Notes, 30 October 1989, p. 531). 
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in different costs, and thus in higher (or lower) 
earnings. 


Intangibles, synergy profits and the 
commensurate with income standard 

An especially important element of joint costs 
in TNCs, whose competitive advantages are 
frequently attributed to their control over 
technology, is intangibles, especially those 
based on knowledge, information and skills. 
Intangibles most clearly raise the problem of the 
allocation of profits from synergy: the additional 
profits generated for an integrated firm by reason 
of its features as an organization, and not 
attributable specifically to any of its parts. Like 
joint costs, synergy profits cut to the heart of 
the separate enterprise approach to the taxation 
of international company groups. They entail 
the politicization of the transfer pricing ques- 
tion, since the issue posed is the allocation of 
profit rather than its attribution, while for a 
country to allow deductibility of payments from 
a local operating subsidiary of a TNC for 
intangibles owned or developed elsewhere 
essentially entails a tax subsidy for research 
based abroad. 

Although an intangible is often a specific 
identifiable property right, its particular nature 
as intellectual, scientific or artistic property 
gives it peculiar cost and profit characteristics, 
due to uncertainty and risk. Large up-front 
investments are necessary for basic scientific 
research and other creative activity such as 
design, and even larger sums for applying these 
ideas to production or marketing, while no 
definite, measurable gains can be anticipated 
(OECD, 1979, para. 80). It is especially difficult 
to establish a comparable price for intangibles, 
since their value lies in uniqueness, or at least 
difference. Although, for ease and speed of 
administrability, some authorities provide safe 
harbour guidelines for licensing royalty rates 
(e.g. in Italy 2% to 5% of sales: Italy, Ministry 
of Finance, 1980), these lack flexibility. On the 
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other hand, it is difficult to fix an arm’s length 
price based on cost, since “the actual open 
market price of intangible property is not related 
in a consistent manner to the costs involved in 
developing it” (OECD, 1979, para. 100). There- 
fore, some firms use arrangements similar to the 
cost-sharing or cost-funding methods used for 
central services discussed above, which raise 
even more acutely the same issues of evaluation 
of the benefit for the recipient, and of the 
method used to fix the contribution fairly in 
relation to the expected benefit. Both the 
German rules of 1983 and the US. s. 482 
Regulations permit cost-sharing agreements but 
only under strict conditions. 

As with other fixed costs, host countries have 
been increasingly reluctant to allow royalty 
deductions which reduce taxable business 
profits; while home countries are equally un- 
willing for the bulk of R & D costs to be borne 
by the parent. Both home and host countries 
are particularly suspicious of situations where 
intangible assets are transferred to intermediary 
companies located in low-tax countries, or 
states offering special tax advantages (e.g. 
Puerto Rico, Eire)?” For example, Germany 
collects data on such payments especially to 
Switzerland and Liechtenstein, and maintains 
files for comparative purposes (Germany, Bun- 
destag, 1986, pp. 14—15). It can be hard for the 
home country of a TNC to counter such asset 
transfers through measures against Controlled 
Foreign Corporations (Arnold, 1986): since the 
base-country affiliate will be carrying out a 
genuine manufacturing or service activity, it is 
hard to classify its profits as “passive income”. 
Therefore, the question will often be whether 
the price paid for the intangible fairly reflects 
its value in relation to the profits it helps to 
generate. ` 

These concerns led the U.S. Congress to insert 
a provision in the mammoth Tax Reform Act of 
1986 amending s. 482, the first substantial 
amendment of that section since 1928. Popularly 


25 Some countries, notably in Latin America, do not allow deductibility of royalties paid abroad, but this is contrary to 
the non-discrimination provisions of tax treaties, where they exist. 
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referred to as the “superroyalty”, it added the 
following final sentence to the section: 


In the case of any transfer (or license) of intangible 
property (within the meaning of s. 936(h\(3 XB)), the 
income with respect to such transfer or license shall be 
commensurate with the income attributable to the 
intangible. 


At the same time, Congress referred to 
continuing unresolved difficulties with s. 482, 
and asked for a comprehensive study of inter- 
company pricing rules, resulting in a bulky 
discussion document issued by the Treasury and 
IRS, “A Study of Intercompany Pricing” (U.S. 
Treasury, 1988). The main problem addressed 
by the study was the pricing of intangibles, 
especially “high profit intangibles”, but this had 
far-reaching implications, since it relates closely 
to charging for central services generally, and 
intangibles are also often “bundled” in the price 
of tangibles. Hence, the question of intangibles 
is central to the structure of intrafirm relation- 
ships. The White Paper argued that the “com- 
mensurate with income” requirement inserted 
into s. 482 is compatible with the arm’s length 
standard, and it justified a proposed new pricing 
method based on rate of return called the basic 
arm’s length return method,”° while severely 
limiting the application of other methods. 

The study argued that the CUP method can 
only be relied upon if an “exact comparable” 
can be found, i.e. a transfer of the same intangible 
to an unrelated party. Although this need not 
be in respect of the same market, there must 
be substantial comparability both of external 
factors (overall size of the market, degree of 
competition, collateral or continuing relation- 
ships), and of internal factors (the terms of the 
contract). An “inexact comparable”, involving 


26 Quickly labelled BALRM or the “ballroom” method. 
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a similar intangible, may be useful to provide 
comparative information, but cannot be the sole 
basis for pricing. It can only be relied upon if 
“the differences between it and the related party 
transaction can be reflected by a reasonable 
number of adjustments that have definite and 
ascertainable effects on the terms of the 
arrangement” (U.S. Treasury, 1988, p. 91). The 
study was especially critical of reliance on 
industry standards or averages. The commen- 
surate with income requirement also entails that 
the return for a transfer of an intangible must 
normally be subject to periodic adjustment, to 
reflect the actual profit earned from it, although 
periodic adjustment can be avoided if the 
taxpayer can point to an exactly comparable 
arrangement which does not permit adjustment 
(US. Treasury, 1988, p. 64). The study defends 
this as compatible with arm’s length, citing 
evidence that unrelated parties also renegotiate 
terms, either on the basis of explicit clauses 
providing for renegotiation or by using termina- 
tion clauses to do so.?” 

The study put great reliance on the proposed 
new “arm’s length return” method, to be used 
when there is no exact comparable. This 
identifies. the assets and factors of production 
employed by each related party, and allocates 
to them a “market” rate of return. The first step 
is a functional analysis, breaking down the 
activities carried out by the parties into their 
component functions; next, those functions 
with measurable assets or production factors 
can be assigned a market rate of return on the 
value of those assets. The residual profit is then 
normally assigned to the parent company, since 
it is considered to be attributable to the non- 
measurable intangible assets. The reasoning is 
that many of the functions carried out by 


27 Appendix D of the White Paper provides a “very preliminary” analysis of unrelated party licence agreements obtained 
from the files of the Securities and Exchange Commission, and a literature review, to show that licensors seek to secure 
a risk-free return commensurate with actual profitability. But the study concedes that the Congressional enactment of the 
commensurate with income requirement was a legislative rejection of the tax court decision in French v. Commr. (1973), 
which held that a long-term fixed-rate royalty agreement could not be adjusted under s. 482 to take into account subsequent 


unforeseen events. 
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affiliated companies are also carried out by 
unrelated firms, and information will be avail- 
able about their normal rates-of return on 
measurable factors (plant, labour, equipment, 
working capital and routine know-how). In that 
sense, this is an arm’s length method, since 
it is attributing profits based on those of 
comparable firms in the industry. It therefore 
resembles the profit comparison approaches 
based on “empirical” methods or the use of 
“coefficients”, long permitted in international 
practice for branches, and also practised by 
several countries in relation to affiliates, as a fall- 
back if evidence based on market transactions 
is not available (discussed above). 

’ The major difficulty with the BALRM, how- 
ever, is the way it separates “measurable” 
factors, to which a normal rate of return is 
assigned, and then assumes that the residual 
profit is attributable to the parent company. This 
was immediately criticized by some tax special- 
ists as an attempt by the IRS to treat foreign 
subsidiaries as “contract manufacturers”, des- 
pite tax court decisions rejecting such a result 
(Fuller, 1988). The rate of return method 
proposed in the White Paper has grown out of 
the analyses by IRS economists of company 
accounts in s. 482 cases, using a “profit split” 
first to support a price adjustment and finally, 
in the Eli Lilly case, as the basis for the 
adjustment. However, in Eli Lilly, on the view 
taken by the courts both the related parties 
owned some intangibles. Lilly had set up a 
manufacturing subsidiary in Puerto Rico, to 
which it had transferred valuable drug patents 
in exchange for stock, while retaining the U.S. 
marketing intangibles (trade names, etc.). The 
IRS challenged the transfer, on the ground that 
if the parties had been unrelated the transferor 
would have required payments for the continu- 
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ing research and development programme, 
which would have meant treating the Puerto 
Rico subsidiary as a contract manufacturer. The 
courts, however, accepted that the stock transfer 
was valuable consideration, and judged that Eli 
Lilly’s high profits from the U.S. sales of the drug, 
based on its U.S. marketing intangibles, provided 
sufficient funding of the research effort. But the 
Tax Court first re-evaluated the costs attribut- 
able to each party and allocated an appropriate 
rate of return on those costs (including a return 
to the U.S. parent of 100% on marketing costs); 
and then adjusted the profit split on the residual 
profit to a ratio of 45—55 (Lilly had allowed 40- 
60), reflecting its view of the relative contribu- 
tions of Lilly U.S.’s marketing intangibles and 
Lilly PR’s production intangibles.”® 

Hence, although the U.S. courts have not yet 
accepted a profit split which treats a foreign 
subsidiary as a mere contract manufacturer, this 
is because they have accepted that the subsidiary 
validly owned some intangibles (see also Searle 
v. Commr, 1987). The White Paper argued that 
the profit splits accepted by the courts in 
previous cases were arbitrary or had “no 
discernible rationale”, and this was the reason 
for developing a “careful functional analysis” 
(U.S. Treasury, 1988, p. 39) i.e. the BALRM 
method. The difficulty is that functional analysis 
is only precise in relation to “measurable” 
factors. If there are synergy profits, functional 
analysis cannot provide a precise allocation. 

This the White Paper accepts, in its discussion 
of what it calls the “profit split addition to the 
basic arm’s length return method”. It concedes 
that where a large TNC has foreign subsidiaries 
that perform complex functions, take significant 
risks and own significant assets, it would be 
appropriate to divide the “residual” or synergy 
profits according to the relative value of the 


28 The Circuit Court upheld all the Tax Court’s adjustments except a charge to Lilly PR for research and development 
expenses, which it considered incompatible with the acceptance of the patents-for-stock transfer (ibid. p. 871). In response 
to the Lilly case s. 936(h) was added to the Tax Code in 1982, so that possessions corporations must split the revenue 
from intangibles at least 50-50 with their U.S. parent. The 1986 Tax Reform Act, in adding the commensurate with income 
requirement to s. 482, also amended s. 367(d)(2) of the Tax Code, so that recognition of a transfer of intangibles is 
conditional on payments “commensurate with the income attributable to the intangible”. 
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intangibles contributed or risks assumed by the 
parties. It is conceded that “splitting the 
intangible income in such cases will be largely 
a matter of judgment” (U.S. Treasury, 1988, p. 
101). This is perhaps a concession to the US.’s 
main treaty partners, some of which may be 
reluctant to accept an approach which allocates 
the entirety of the synergy profits of U.S. TNCs 
to the parent company.?? Thus, the full rigour 
of the BALRM may be confined to subsidiaries 
with high-profit intangibles in convenient low- 
tax locations, such as Ireland or Singapore, or 
operating subsidiaries in relatively small markets. 

In principle, the application of the BALRM 
should also limit U.S. taxation of foreign-owned 
TNCs (Carlson et al, 1988). This is becoming 
amore significant issue with the growth of direct 
investment into the U.S.A., causing political 
pressures evidenced by the fury of Congressional 
committees in 1990 over the low profits 
allegedly declared by Japanese and European 
subsidiaries in the U.S. Hence, it may be difficult 
for the U.S. authorities to accept that foreign- 
owned subsidiaries in the U.S. do not own 
significant intangibles. It is more likely that due 
to the size and complexity of the U.S. market, 
foreign-owned companies would be regarded as 
substantially distinct operations from their 
parents, thus justifying an allocation to them of 
an appropriate proportion of the residual profits. 
Equally, the other main OECD countries may 
also argue that there is a difference between 
major TNC affiliates with substantial operations 
and their own independent know-how, and 
smaller subsidiaries operating in restricted 
markets, or carrying out specific functions of a 
“contract manufacturer” kind. 

The rate of return method based on functional 
analysis represents a significant retreat from the 
attempt to adjust prices of individual trans- 
actions mainly by finding comparables. It may 
be that the identification of functions will 
provide a more precise and flexible basis for 
evaluating profit than other “empirical” methods 
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that have been used, such as gross margin on 
sales. It also makes it explicit that, at least in the 
case of integrated, research-based TNCs, there 
is likely to be a significant element of “residual” 
profit attributable to the organization as such, 
which must either be assigned to the parent, or 
allocated among the main affiliates according to 
some measure of their contributions to the 
innovations and risks of the organization. But it 
does not resolve many of the problems which 
historically made the tax authorities fight shy oi 
explicitly adopting a profit-split method. Hence, 
it is not much help in evaluating the profit split 
between the related parties: by focusing on 
“measurable” functions, it implies that synergy 
profits accrue to the ultimate parent. 

Due to their broader political and economic 
implications, there is likely to be continued 
reluctance to tackle these questions explicitly 
and publicly, and a continuing insistence that 
the normal and primary test of transfer prices 
is that of independent parties dealing at arms 
length. Indeed, the White Paper was fiercely 
criticized by the Taxation Commission of the 
International Chamber of Commerce, as entail. 
ing “fundamental deviations from the arm’s 
length principle”. Professor Wolfgang Ritter. 
responding to the White Paper on behalf of that 
Commission, wrote that the basic arm’s length 
return method: 


is nothing but another form of unitary taxation, now 
recognised by the U.S. Federal Authorities, as a result o. 
the international outcry which it provoked, to be unfair 
BALRM analysis does exactly what unitary taxation does 
instead of looking at the actual prices charged betweer 
related entities, it looks at the total profits earned by : 
number of entities and divides them up by reference tc 
criteria determined by academic economists with nc 
experience of the real business world (De Hosson, 1989 
p. 73). 


The shift towards rate-of-return analysis was 
confirmed by the draft amendments to s. 482 
regulations finally issued in January 1992 
although they somewhat toned down the White 


?° The official foreign government responses to the White Paper were confidential and not published, although many o 
the relevant officials have expressed their personal views in symposia: see e.g. De Hosson (1989). 
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Paper’s rather explicit abandonment of adjust- 
ments based on comparable price. Under these 
proposals, a “matching transaction” could be 
accepted if it concerned the same intangible 
“under the same or substantially similar economic 
conditions and contractual terms”; alternatively, 
use might be made of comparable transactions, 
provided they produce a rate of return within 
the “comparable profit interval” verified by 
reference to the “profit level indicators” of 
comparable taxpayers; or, finally, adjustments 
may be made by direct reference to the 
“comparable profit” of similarly situated tax- 
payers. The response of business, especially of 
European-based firms, was still hostile: 


Under the comparable profit method the controlled 
taxpayer’s income is first adjusted by reference to the 
level of income of similar uncontrolled taxpayers. The 
“arm’s length price” is then calculated by adjusting 
the price in the controlled transaction to produce the 
same adjusted level of income, as if price were the only 
variable factor causing the income levels of compared 
companies to differ, whereas in fact it is only one of 
many such factors which cause variations between the 
incomes of comparable companies. The comparable 
profit method thus ignores economic reality, and the 
hypothetical prices it would produce would bear no 
relationship to arm’s length prices (International Chamber 
of Commerce, 1992, p. 2). g 


At the same time, the Treasury was under strong 
political pressure to augment the effectiveness 
of taxation, especially of foreign-controlled 
corporations (FCCs) operating in the U.S. 
Following strong comments about underpay- 
ment of taxes by foreign-owned firms at 
Congressional Committee hearings in July 1990 
(U.S. Congress, 1990b), a Treasury report of 
April 1992 conceded that, although “many FCCs 
have reported sizable profits and paid substantial 
taxes”, nevertheless “On average, FCCs report 
less than half as much income as similar cor- 
porations that are U.S.-controlled”; and although 
the special characteristics of FCCs might account 
for perhaps half of this differential, “income 
shifting may be at least partially responsible for 
the remaining gap” (U.S. Treasury & IRS, 1992, 
pp. 1-2). 

In practice, the response of the IRS has been 
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to sharply increase the tax scrutiny of TNCs, 
especially those under foreign control: of 45,000 
FCCs doing business in the U.S., 1300 were 
under examination in April 1992, 220 of them 
as part of the Coordinated Examination Pro- 
gramme which covers the largest corporations 
(US. Treasury & IRS, 1992). The IRS also laid 
considerable stress on a new procedure for 
Advanced Pricing Agreements (APAs) which, at 
the taxpayer’s initiative, allows negotiation of 
an agreed transfer pricing method, valid for a 
fixed period of years. Since the procedure 
requires the same level of disclosure as, and 
entails a similar burden to, a contested audit, it 
is only likely to be initiated by firms at high risk 
of scrutiny; it is also very time-consuming for 
the Revenue, so not surprisingly only some 40 
APAs were under negotiation in early 1992. 
Nevertheless, the procedure may prove impor- 
tant in laying down benchmarks, especially if 
the IRS is able to use groups of APAs negotiated 
in the same industry to publish guidelines for 
transfer pricing methodology and profit level 
comparators. 

Crucially, many APAs will entail bilateral, or 
even multilateral, negotiations with the tax 
authorities of U.S. treaty partners, without which 
the pricing agreed with the US. might be 
disallowed by other relevant authorities. Hence, 
it may be hoped to build up a body of 
internationally agreed principles, case by case 
and industry by industry. However, by its nature 
this process will be extremely time-consuming, 
and the need to preserve confidentiality, and 
hence not publish guidelines until aggregate 
data can be given, will mean that a key role will 
continue to be played by the professionals at 
the core of the system. Finally, it may be 
predicted that this trend to individually nego- 
tiated agreements will greatly narrow the gap 
between the arm’s length approach (which is 
now much more explicitly reliant on profit 
split), and a global approach based on formula 
apportionment. Indeed, it was significant that of 
the handful of APAs which had been reported 
by mid-1992, two involved dealers (Sumitomo 
Bank Capital Markets Inc., and Barclays Bank) 
trading in derivative products (interest rate and 
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currency swaps, caps, options, etc.), and were 
reported as establishing a formulary method for 
allocating both expenses and income, which had 
been agreed also with the British Inland 
Revenue, and in the case of Sumitomo, the Hong 
Kong authorities. This co-operation between 
several authorities to tax these companies’ 
international operations as one global business 
was reported as having been described as “a 
businessman’s approach” by a (woman) profes- 
sional involved on the side of Barclays (Turro, 
1992). 

The move towards acceptance of proportional 
allocation of joint costs and the use of an arm’s 
length profit standard are practical attempts to 
adapt the arm’s length principle to the realities 
of the intrafirm relationships of an integrated 
TNC. While they stili begin from separate 
accounts, they address the question of criteria 
for allocation of costs and profits of the firm as 
a whole. However, proportional allocation of 
costs, as we have seen, is controversial and 
remains anomalous without a global approach 
to profit allocation. On the other hand, profit 
comparison based on return to assets or other 
methods may merely identify large residual 
profits, for the allocation of which no criteria 
have been suggested. The next section will 
examine whether a global approach based on 
formula apportionment can provide a better 
foundation for allocation. 


BARGAINED ADJUSTMENTS OR GLOBAL 
ALLOCATION 


The arm’s length principle emerged to re- 
strain unilateral national assertions of tax juris- 
diction over foreign affiliates. The alternative of 
establishing an agreed system for taxation of 
international corporate groups based on con- 
solidated accounts was de-emphasized, largely 
due to the political difficulties of establishing an 
internationally agreed definition of the tax base 
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and arrangements for its allocation by formula. 
However, the application of the arm’s length 
principle to integrated corporate groups, com- 
bined with exploitation by such groups of the 
opportunities for tax arbitrage and avoidance by 
means of intermediary companies in convenient 
jurisdictions, has put increasing pressure on the 
system. 


At best, the result in developed countries is to turn the 
taxation of multinational enterprises into a game of 
bargaining and negotiation. At worst, the result in some 
developing countries is to leave the amount of tax paid 
up to either the conscience of the company or the 
arbitrary decision of the authorities (Bird, 1988, p. 294). 


The formula apportionment alternative was 
revived, paradoxically, by the application from 
the late 1960s by many U.S. states of the unitary 
system, developed for state corporate income 
taxes, to worldwide corporate groups. It was 
used initially as a backstop or check by tax 
administrators, if they considered that the 
declared accounts inadequately stated the profit; 
and was applicable only where related firms’ 
operations were “necessary and essential” to 
each other; however, unitary treatment became 
standard following key court decisions which 
held that taxpayers had the right to demand 
unitary treatment whenever operations “contri- 
buted to or were dependent on” each other.*° 
While some, primarily American, firms found 
they could reduce their state tax assessments 
through unitary combination by setting off 
losses made outside the state, other companies, 
acquiring or setting up businesses, especially in 
booming states such as California, suddenly 
found themselves subject to enormous assess- 
ments based on worldwide profits. The result- 
ing campaign by TNCs, in which they were 
supported by most of the national tax admini- 
strators, provided the counterpoint to the efforts 
of national revenue authorities to improve the 
enforcement of the arm’s length principle 
during the late 1970s and 1980s. 


3° This development in California, which became the key state due to its booming economy, is explained by Miller (1984). 


See also Picciotto (1989). 
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It is not hard to see the reasons for. the 
vehement opposition which global apportion- 
ment has aroused in business circles. Its 
adoption would require TNCs to produce 
accounts covering their worldwide operations, 
calculated according to the tax rules of each 
country requiring them; the tax authorities 
would then be free to apply to these accounts 
whatever formula for apportionment they might 
consider suitable. Overlapping taxation would 
be the inevitable result of the many possible 
divergences between national approaches. 
Differences in both accounting and currency 
conversion rules would produce a very different 
tax base (Kopits & Muten, 1984), while 
variations in the formula. used would obviously 
result in duplicative allocation. Nevertheless, 
the difficulties can be exaggerated: currency 
conversion differences and difficulties exist 
anyway under separate accounting, and inter- 
national harmonization of accounting rules is 
itself a desirable goal’! Indeed, one of the 
advantages of moving to a consolidated tax base 
for international corporate groups would be that 
taxation could rely more closely on financial 
accounts, and it would require the countries 
concerned to agree on consistent currency 
conversion rules (Vann, 1991, p. 159). 

The feasibility and desirability of unitary 
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taxation depend on the degree of economic and 
political integration at the federal, confederal, 
regional or global level at which its introduction 
is considered. Increased economic integration 
will undermine the workability of separate 
accounting in the allocation of income (McLure, 
1989). Thus, although U.S. states have been 
obliged to retreat from worldwide unitary 
taxation,*? there is no question of abandoning 
the unitary approach within the U.S. up to the 
“water’s edge”. Similarly, within the European 
Community, the increasing integration of the 
operations of establishments and subsidiaries 
within the internal market will lead to pressure 
to tax integrated corporate groups on a single 
tax base, probably consolidated accounts rather 
than the “combined report” used in the U.S. 
Initially, separate national tax systems and rates 
could be retained, perhaps within an agreed 
band, but it is only a short step to a single 
European corporate tax, although it is one that 
involves more obvious abandonment of national 
sovereignty.>> However, although economic 
integration may undermine taxation based on 
separate accounts, any move towards a unitary 
base raises political problems, since it requires 
explicit agreement on what constitutes a unitary 
business and, above all, on the apportionment 
formula. 


3 See the criticism by Peggy B. Musgrave of Kopits and Muten in McLure (1984, p. 282); see also Bird (1988). 


32 political pressures produced only a limitation of state tax rights, requiring them to offer a “water's edge” option, and 
the terms offered for this by states such as California have been onerous (see Plant et al., 1979). However, firms have 
been more successful with a legal attack: although the Supreme Court has refused to restrict state rights under the 
Commerce Clause, provided that such taxation bears a rational relationship to value earned within its borders, it has been 
more sympathetic to the argument that the application of the unitary approach on a worldwide basis interferes with the 
federal government’s prerogative for foreign affairs Japan Line v. County of Los Angeles, 1979). Its initial view was that 
the international arrangements for income taxation did not provide such a clear standard of which the states were in 
violation (Container Corp. of America v. Franchise Tax Board, 1983), but there are indications that it would defer to a 
firm indication by the federal government that state Worldwide Unitary Taxation violates international obligations, although 
it has preferred to leave the matter to the state courts as it is required to by the Tax. Injunction Act if they provide an 
effective remedy (Franchise Tax Board of California v. Alcan Aluminum et al., 1990). The Californian courts initially 
obliged by handing down firm judgments holding WUT unconstitutional, both as applied to a U.S. TNC (Colgate-Palmolive 
v. Franchise Tax Board, 1988) and to a foreign firm (Barclays Bank International v. Franchise Tax Board, 1990), but 
this was reversed by the State Supreme Court, so the issue is back with the Supreme Court in Washington. 


33 Commentators are uncertain as to the speed with which such moves are possible: compare Devereux & Pearson (1989, 
chapter 4), Weiss & Molnar (1988), and Vann (1991, pp. 155, 158-160). 
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Although the problems of when and how to 
apply formula apportionment raise issues of 
principle, in practice they would need to be 
resolved ad hoc in relation to each firm, and 
would therefore require a central administrative 
and representative body. There is considerable 
controversy on the test to apply in determining 
unity: a narrow definition based on the existence 
of a flow of goods would apply mainly to 
vertically integrated firms, while a broader test 
of interdependence which includes shared costs 
and synergy advantages would include virtually 
any corporate group unless limited to “substan- 
tial” interdependence.*4 There would also be 
problems of legal definition and administrative 
enforcement, to cope with the evasion of legal 
ownership rules by concealment of beneficial 
ownership through secrecy havens, and avoid- 
ance of such ownership requirements by the 
use of contractual relationships. In practice, a 
joint central body would be needed to decide 
which firms, and perhaps which parts of firms, 
should be treated as unitary. 

Similarly, the appropriate formula would 
require adjustment on a case-by-case basis, to 
take into account wide variations in labour 
and capital intensity not only between different 
types of business but even individual firms, as 
well as problems of valuing assets for the 
purposes of the formula (Linde, 1977, p. 116; P. 
B. Musgrave, 1984, p. 240). Adequate arrange- 
ments would be necessary to provide review- 
ability of these decisions and guarantees of due 
process for the taxpayer. 

The main arguments against formula appor- 
tionment have been that international political 
processes were insufficiently developed to 
resolve the issues that would be posed. Global 
apportionment, in particular the need to agree 
on the formula, would much more directly pose 
the issue of the basis of entitlement of each state 
in the allocation of the tax base. The allocation 
of tax rights under the present treaty system 
originated (as indicated in Section 1 above) in 
the debates in the 1920s, which concluded that 
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from both a theoretical and practical perspec. 
tive tax jurisdiction could not be allocated or 
the basis of a single principle. The allocation ta 
the state of residence of the investor of the right 
to tax returns on investment was justified or 
the grounds that these were “personal” taxes 
based on ability to pay; they should therefore 
be based on personal allegiance, and take into 
account the investor’s worldwide earnings, 
both to ensure fairness and to discourage choice 
of investment location based on tax rates. Or 
the other hand, taxation of business profits at 
source was justified both:in practical terms o! 
effectiveness, and because the geographical link 
with the location of the wealth generated was 
considered appropriate for “real” taxes. This 
distinction between “personal” and “real” taxe: 
was undermined in relation to business taxatior 
by the growth of foreign direct investment 
Meanwhile, TNCs developed many mechanism: 
for avoiding the assertion by some of their home 
countries of the right to tax their worldwide 
profits, first by taking maximum advantage of tax 
deferral, and then by locating service function: 
in low-tax havens (Picciotto, 1992, chapter 6) 

Consolidation of the accounts of an integratec 
corporate group would at a stroke eliminati 
most of the problems of characterization anc 
pricing of intra-firm transactions (Vann, 1991 
pp. 158—159). Global apportionment would alsc 
automatically provide greater tax neutrality fo: 
investment decisions. At the same time, how 
ever, it would bring squarely to the fore thc 
issue of the basis for allocation of tax entitle 
ments between the various “source” states. Thi 
fiction of “residence” of a corporation could br 
abandoned, since the factors on which it is basec 
(primarily, location of top management) wouk 
simply become one of the corporate function: 
to be evaluated in allocating tax rights, so tha 
residence taxation would revert to havin; 
relevance only for portfolio investment, fo. 
states of residence of shareholders. 

Difficult questions would remain, however, it 
quantifying the elements of the formula to bi 


34 For arguments for the two perspectives see the papers by J. Hellerstein and C. McLure in McLure (1984). 
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used, which depends also on evaluation of the 
basis of the state’s rights to tax. The taxation of 
corporate earnings might be considered to be 
a levy in return for the benefits provided by the 
state, not merely for infrastructure in the narrow 
sense, but more broadly, e.g. for reproduction 
of the labour force, including housing, transpor- 
tation, social security, education and training.>° 
Alternatively, it could be considered to be a tax 
on the earnings of capital, which would be 
allocated according to the location of the use 
of capital. The first, it has been suggested, would 
imply a formula based on valued added less 
profits, plus depreciation of capital, plus margin 
on sales; whereas the latter would imply as 
factors the value of fixed and working capital, 
including cost of wages (Musgrave & Musgrave, 
1972). A particular difficulty is that very large 
differences in costs of production factors would 
disadvantage underdeveloped as against dev- 
eloped countries. This might be overcome by 
using actual units rather than monetary values 
for appropriate factors, such as employees 
(Harley, 1981, p. 382), or by adjusting an asset- 
based formula to take into account differences 
in capital/labour ratios (Musgrave, 1972, p. 
400). More ambitiously, it has been suggested 
that an internationally agreed system might 
provide some redistribution to compensate 
for unequal resource endowments and per 
capita income, by applying a schedule of 
tax rates increasing in inverse relation to per 
capita income (Musgrave & Musgrave, 1972, p. 
74). 

Although some aspects of such proposals 
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seem Utopian, their advocates argue they are at 
least as practicable as the alternative, taxation 
of integrated TNCs on the basis of separate 
accounts and arm’s length prices. There are also 
broader considerations: Vann states percep- 
tively that separate accounting is defended: so 
vehemently against arguments of principle 
because “the debate is the hostage of the 
bilateral treaty network” (Vann, 1991, p. 105), 
although for him this adds a further reason to 
the inflexibility of the treaty network for a new 
approach to be made. In fact, some supporters 
of the existing system stress that the important 
principle is separate accounting, and they accept 
that a formula approach has a part to play in the 
arm’s length procedure, although a subordinate 
part.2° Indeed, as has been pointed out in 
Section 2 above, business representatives who 
are otherwise hostile to formula apportionment 
of profits have argued for formula allocation of 
fixed costs; while the difficulties of operating 
the arm’s length principle have meant in 
practice that tax authorities rely on profit split 
either as a check or as the primary criterion. 
The growth of administrative co-operation in 
taxation of international corporate groups 
(Picciotto, 1992, chapter 9) has facilitated 
agreed solutions on a case-by-case basis of such 
allocation issues. What has been lacking, how- 
ever, is an adequate basis of legitimacy for this 
process. Hence, the basis for a transition to 
formula apportionment has been laid. Still 
lacking are the all-important elements of legiti- 
macy: openness and fairness of procedures and 
transparency of criteria. 
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Abstract 


Several diverse strands of accounting research have recently exhibited fascination with issues of power, 
gender, race, and Japanese culture. Crafting Selves: Power, Gender and Discourses of Identity in a Japanese 
Workplace, by Dorinne Kondo (1990), explores each of these topics and thus provides a rare opportunity 
to reflect upon the direction of accounting research in these areas. While Kondo does not specifically refer 
to accounting, this paper utilizes her exploration of the “company as family” idiom and her experience 
working in a small Japanese factory to challenge the ethnocentric views of Japanese culture and business 
practice prevalent in many management and accounting texts. In addition, her analysis of power differentials 
and modes of exclusion according to class, race and gender have significant implications for accounting 
research, which typically does not recognize the complexity and importance of these issues. Finally, the 
paper examines Kondo’s unusual ethnographic style, in which she immerses herself in her study and 
emphasizes the complexity, ambiguity, and specificity of anthropological research. 


A particular image of Japan as homogeneous, 
and as “other”, suffuses popular management 
texts such as The Art of Japanese Management 
(Pascale & Athos, 1981), Japan as Number One 
(Vogel, 1979), and Theory Z: How American 
Business can Meet the Japanese Challenge 
(Ouchi, 1981). This image also appears 
in accounting practitioner journals such as 
Management Accounting (see, for example, 
Ferrara, 1990). Ethnocentricity is a constant 
danger in such portrayals. Popular Japanese 
idioms such as the “company as family”, and 
corporate practices such as lifetime employ- 
ment and control through socialization, become 
cliches in these texts. Japan is represented as: 


a nation of people who are homogeneous with respect 
to race, history, language, religion and culture. For 
centuries and generations these people have lived in the 
same village next door to the same neighbors. Living in 
close proximity and in dwellings which gave very little 
privacy, the Japanese survived through their capacity to 
work together in harmony. In this situation, it was 
inevitable that the one most central social value which 
emerged, the one value without which society could not 
continue, was that an individual does not matter (Ouchi, 
1981, p. 65). 


Couched: in terms of structural and social 
determinism, the uniform values of the Japanese 
are said to have “inevitably” emerged from a 
feudal past, a physical proximity, various 
architectural forms and social immobility. Often 


* Special thanks go to Peter Miller for his comments on an earlier draft of this paper and to Cheryl Lehman for sharing 


her insights into Crafting Selves. 
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the same texts attribute American individualism 
to the vastness of the continent and social 
mobility. Thus it is argued by Ouchi and others 
that the unique Japanese management style 
draws upon and reflects the conditions of 
“homogeneity, stability and collectivism” (pp. 
66-67) that underlie Japanese society more 
generally. 

Such depictions of Japanese culture and 
business have considerable limitations. For 
example, it is notable that texts such as Ouchi’s 
concentrate on the culture of large Japanese 
companies. Though powerful, these constituted 
only 1% of companies and 19% of employment 
in Japan in 1984 (Kondo, 1990, p. 50). In 
actuality, Japanese employers vary dramatically, 
as do Japanese employment opportunities; they 
cover the spectrum from the male business 
executives Western researchers scrutinize, to 
part-time, poorly paid female workers and day 
laborers lacking permanent homes. In this 
respect, the simplistic assumptions of homo- 
geneity, stability and collectivism — images of 
the Japanese as “other” — serve to distort and 
disguise gender, race, and class distinctions 
within Japanese culture. 

However, such pitfalls are not inevitable, as 
the recent book, Crafting Selves: Power, Gender 
and Discourses of Identity in a Japanese 
Workplace, by Dorinne Kondo demonstrates. 
The book is a beautifully crafted ethnography 
of Kondo’s experience working in a small 
confectionery manufacturer in Tokyo. Kondo’s 
book is a vivid series of dialogues and vignettes 
of everyday life in the neighborhood, in the 
factory, on company trips, and on her visit to 
a company-sponsored ethics retreat. These 
vignettes are more than an array of isolated and 
self-contained events. They are used to illustrate 
a number of theoretical issues concerning the 
relationship between self and society in Japan. 
Kondo reveals not only the historical and 
cultural specificity of the concept of the self, 
but also explores the power relations, language, 
and exclusionary practices based on class, 
race, and gender involved in the disciplinary 
production of “selves”. Kondo challenges the 
way in which academic literature makes no 
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reference “to variation and multiplicity within 
‘a’ self, to the practices creating selves in 
concrete situations or to the larger historical 
and institutional processes shaping those 
selves”, but rather “reinscribes fixity, unity, 
boundedness and in particular insulates the 
‘self from the play of power relations” (p. 42). 
In doing so, she undermines many of the 
ethnocentric myths and stereotypes of Japanese 
culture now in vogue. 

In addressing the issues of culture, identity, 
and method, Kondo indicates a different route 
for thinking about Japanese culture and the 
Japanese workplace which may inform and 
enlighten accounting research. Three such areas 
are explored in this essay. First, her examination 
of the “company as family” idiom (p. 119 ff.) 
provides an opportunity for a rethinking of 
corporate control and the significance and 
generalizability of Japanese accounting prac- 
tices to the West. Second, her focus on 
multiplicity, diversity, power, and resistance 
in the construction of identities, and her 
concomitant concern for class, gender, age, and 
race serve to challenge the absence or in- 
adequate treatment of these issues in accounting 
research. Finally, Kondo’s research and writing 
styles offer a refreshing model for accounting 
researchers. Rather than mounting a challenge 
through theoretical argument, she chooses to 
“enact” her theoretical message by adopting a 
narrative style that reflects her concern with 
“multiplicity, contextuality, complexity, power, 
irony and resistance” (p. 43). Kondo’s ethno- 
graphy highlights the weaknesses of, and serves 
as an alternative to, the sanitized case studies 
emerging in the accounting literature. 


THE WESTERN FASCINATION WITH JAPAN 


Japan’s rise to economic prominence in the 
1970s was accompanied by a massive out- 
pouring of writing on “the Japanese”. Kondo’s 
book is in large part a personal response to this 
avalanche of work. Faced with increasing 
Western interest in Japan, as a person of Japanese 
descent she was concerned with the stereotypes 
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and misconceptions of the Japanese which pro- 
liferated in the United States. Several Americans 
and Japanese (e.g. Abegglin & Stalk, 1985; 
Gibney, 1982; Ouchi, 1981; Vogel, 1979; 
Yoshino, 1968) have written books in an effort 
to explain Japan’s economic growth, and to 
suggest ways in which American corporations 
can adopt Japanese techniques in order to 
regain their economic hegemony. While Kondo 
recognizes the important contributions these 
books have made in introducing Americans to 
some aspects of Japanese life, she believes that 
the picture they paint of Japanese business 
culture risks homogenizing what is a much more 
diverse cultural entity. 


Culture 

Many of the Western texts on Japan under- 
score the divergences in Western and Japanese 
culture, and attribute much of Japan’s com- 
mercial and economic success to its unique 
culture. Attention is focussed on the practices 
of welfare paternalism, promotion by seniority, 
so-called “lifetime employment”, and worker 
identification with the firm. The Japanese 
company is typically depicted as a family, a 
collectivity, or a community of people who 
share a common destiny (unmei kyodotai). 
William Ouchi’s Theory Z is one of the most 
prominent of these texts, and is of interest not 
only because of Ouchi’s influence upon the 
literature on control systems (Macintosh, 1985; 
Merchant, 1981), but also because he, like 
Kondo, is an American of Japanese descent. 

According to Ouchi, the dominant form 
of control and social structure in Japanese 
organizations is the “clan”. Using kinship terms, 
Ouchi describes how individual clan members 
internalize the goals of the corporation: 


[The] socialization of all to a common goal is so complete 
and the capacity of the system to measure the subtleties 
of contribution over the long run is so exact that 
individuals will naturally seek to do that which is in the 
common good (pp. 84-85, emphasis added). 


Such practices work because of the common 
threads of “trust”, “subtlety”, and “intimacy” 
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running through Japanese life (Ouchi, 1981, pp. 
5-7). 

Kondo paints a more complex picture than 
that portrayed by the cultural determinism 
implicit in Ouchi’s work. She offers a guide to, 
and an understanding of, the subtleties of 
Japanese culture which are frequently over- 
looked by Western researchers. She informs us 
that “company as family” (uchi no kaisha) is 
indeed a common idiom in Japan; however, she 
warns that an ethnocentric interpretation of 
“family” as a kinship group linked by biology 
contrasts sharply with both the meaning and the 
structure of the family in Japan. 

In Japanese, there is no direct translation of 
the word family; the two closest terms are ie 
and uchi. Ie, the Japanese household (also 
meaning a dwelling) is more like a corporate 
group — an enterprise/work organization — 
rather than a unit of kinship (Bachnik, 1983). 
This work organization is headed by a married 
couple who is responsible for managing the 
family business, which is broadly defined: it 
could be a farm, a shoe store, “cultural 
capital”, or simply a family reputation. Although 
primogeniture is the favored mode of succes- 
sion, the ze may fall to an unrelated “adopted” 
or “recruited” married couple (“fu yoshi). As 
Kondo notes, “[T]he important issue then is the 
perpetuation of the ie itself. The way it is done 
is a secondary matter” (p. 125, italics in the 
original). These differences, Kondo notes, mean 
that “the ze and the company can act as 
templates for one another in ways not possible 
in cultures where ‘household’ has a very 
different sedimented history” (Kondo, 1990, 
p. 176). 

Despite contemporary moves towards the 
conjugal family in Japan, the ze remains an 
important circle of attachment (uchi, literally 
“inside”) for many Japanese. The culturally 
specific notion of one’s uchi, which may also be 
translated as “family”, is important to an 
understanding of the company as family idiom. 
The boundaries of the uchi are continually 
redefined: uchi may at various times include 
one’s company, one’s school, one’s club, and, 
indeed, one’s nation. These circles of attachment 
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are distinguished from the outside world, which 
is referred to as soto. Crossing the boundary 
from “uchi to soto can involve a complete 
readjustment of behavior: posture becomes 
more proper and disciplined, language levels are 
potentially raised (depending on the status of 
the addressee) and dress is expected to be more 
proper, less casual” (p. 141). The definition and 
deployment of uchi and soto with respect 
to a particular company is an important and 
culturally specific element in the Japanese 
workplace. 

The nature of ie and uchi makes utilization of 
the company as family idiom attractive to 
modern Japanese commercial enterprises. 
Whereas ze emphasizes the formal and hier- 
archical structure of power and authority, uchi 
no kaisha is deployed to foster feelings of 
belonging, loyalty, and emotional warmth. 
Combined, they create an important linkage 
between “work” and “belonging”. In this way, 
they may be used as a means of legitimizing 
authority, engendering feelings of obligation and 
commitment, and, perhaps most importantly, 
making a virtue out of hard work and, hence, 
productivity. Kondo addresses the disciplinary 
aspects of obligation, and the virtue of self 
discipline and work in her discussion of selfhood 
in Japan (p. 76 ff.). 

The notion of the company as family is a 
“supple idiom”: one that can be appropriated in 
different ways by different actors, in different 
contexts, and for disparate political ends. For 
example, Mr Sat6, the owner and president 
(shach6) of the company discussed in Kondo’s 
book, sought to “add the family flavor” to his 
operations through company trips, recruitment 
practices, various benefits and gifts, and through 
his relationships with suppliers and customers. 
Mr Sato and his wife acted as surrogate parents 
for his younger employees who were often 
recruited from the northern prefecture where 
the Sato family had its roots. In addition, Mr 
Sat6 became involved in his workers’ birthdays, 
coming of age celebrations, marriages, and 
deaths. “From the recruitment process through 
death. . the Sat6 company touches the lives of 
its members” (p. 181). 
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The uchi no kaisha idiom does not operate 
in a uniform and linear fashion; it is full of 
strategic appropriations and political deploy- 
ments. Contradiction and resistance on the shop 
floor are as much a part of its deployment as the 
more familiar image of obedience and loyalty. 
Mr Satö installed video cameras and a public 
address system in the work area so he could 
monitor the workers and bark admonishments 
at them. The use of such surveillance technology 
contrasted starkly with his image of benevolent 
father figure. Kondo also reveals that Mr Sato 
was prone to bouts of ill temper; his many 
outbursts contradicted, yet, ironically, also 
served to reinforce, his familial authority. On 
one occasion he burst into the factory: 


.. his face livid, his chest heaving. “What’s the matter 
with all of you? Today a customer came into the store 
and said she’d called the factory to find out how much 
something cost, and somebody told her it was 130 yen. 
Then she went to the shop and found out it was really 
150 yen. She asked me, ‘What kind of a company is this, 
where workers don’t even know exactly how much 
everything costs!’ Where do you think your salary is 
coming from?! Get your act together!” (Shikkari shite 
kure yo!) And he dashed out as suddenly as he dashed 
in (p. 210, italics in the original). 


The workers were outraged by this outburst. 
One complained that “he should give us a price 
list and put it up by the phone” (p. 210). 
Such practical protests quickly devolved into 
complaints about Mr Satö’s character flaws, with 
one woman claiming that it was his hobby to 
mistreat people. Kondo notes that the personal 
nature of these complaints resembled com- 
plaints of family members against the household 
head. Moreover, they diverted attention from 
structural inequities, thus defusing the potential 
unionization of the firm. Ironically, therefore, 
while these demonstrations of temper provided 
the “tools of critique” to undermine the 
shacho’s authority, they simultaneously re- 
inforced his place as undisputed head of the 
uchi no kaisha. The workers were occupied 
with trying to anticipate Mr Sat6d’s moods, 
and complaints were primarily limited to his 
personal characteristics. In addition, while the 
workers would complain loudly to each other, 
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outside of the company (soto) they displayed 
their internalization of the uchi no kaisha 
idiom: they spoke only favorably of their 
employer. 

Through this and other stories of the minutiae 
of daily life, Kondo depicts the uchi no kaisha 
idiom as one riven with ironies and contra- 
dictions. She also reveals the various cleavages 
between the Satōs as family and the Sato 
company as family, between part-time and full- 
time workers, between workers and master 
artisans, and between genders. These contra- 
dictions and cleavages served to “animate the 
‘company as family’ discourse in the Sato 
company, providing ground for irony, ambiguity 
and resistance” (p. 178). The idiom, “far from 
possessing some essential, referential core, was 
appropriated and transformed by various actors 
in a multiplicity of creative ways” (p. 212). The 
suppleness of this idiom and therefore the 
nature of corporate control is, however, lost 
in the Western management texts which 
make exaggerated claims of harmony, worker 
internalization of company goals, and submis- 
sive worker attitudes. Western descriptions of 
the company as family metaphor overlook the 
subtlety ofits multilayered meanings in Japanese 
workplaces. They represent management 
control as almost non-problematic, failing to 
recognize the tensions that exist within the 
workplace. 


TECHNIQUE 


Not only have Western researchers (Ouchi, 
1981; Gibney, 1982) recommended that 
American corporations adopt elements of 
Japanese corporate culture, a growing number 
have recommended the adoption of specific 
Japanese management and accounting tech- 
niques, Ferrara’s (1990) suggestion to adopt the 
Japanese system of target costing is an account- 
ing example; more generally, Gibney (1982) 
notes: 


So we have variously “the keys to Japanese management” 
or “Quality control — Japan’s productivity secret” or 
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“Japan’s business ideology”. Readers of the business press 
are assured almost weekly that some aspect of Japanese 
business thinking is available as a poultice to apply to 
each businessman’s special problem (p. 11). 


Without recognizing the complexity inherent in 
attempting such a transfer, Americans have 
become students of Japanese management 
practices, such as quality circles, just-in-time 
inventory management, total quality control, 
factory automation, computer-integrated man- 
agement, target costing, and value engineering 
(Sheldon & Kleiner, 1990; Hiromoto, 1988; 
Kume, 1990; Keys, 1991; Oliver & Davies, 1990; 
Monden & Sakurai, 1989; Stasey & McNair, 
1990). 

Japanese culture and Japanese technique, 
initially taken to be inextricable, have recently 
come to be seen as separable. In the 1970s, the 
success of Japanese management techniques 
was attributed to cultural differences; therefore, 
it was argued, these techniques would not work 
in American corporations unless they first adopted 
a Japanese style of management. However, since 
then the techniques have been divested of their 
cultural context and conceived of as being easily 
transferable to American companies. For 
example, Kaplan (1983) argues “many of the 
successful practices in Japan require only 
management commitment to improve manu- 
facturing performance through procedures and 
investments” (p. 687). According to this view, 
it is technique that is seen to deliver results, and 
technique is seen to be independent of historical 
and cultural context. Indeed, Johnson (1988) is 
quite explicit on this point. He notes that: 


Culture actually had almost nothing to do with the high 
economic growth in Japan, South Korea, and Taiwan (p. 
40). 


Arguing strongly for the adoption of Japanese 
techniques, Johnson, citing Drucker (1987), 
asserts that management is something that can 
be taught and learned across cultures. He states: 


Americans continue to claim that there is a connection 
between Japan’s economic success and its culture 
because it allows them to avoid the implication that they 
may be losing their ability to compete (p. 41). 
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Kondo does not directly address the issue of 
importing Japanese management practices, but 
she indicates clearly grounds for caution 
concerning a sanitized transfer of technique. Her 
entire work resonates with the importance of 
both historical and cultural context in the 
interpretation of social practices. This should 
serve as a warning to accounting researchers 
against decontextualizing technique. It is 
notable that the various imported Japanese 
techniques, along with some home-grown 
varieties such as activity-based costing, cost 
driver analysis, strategic positioning, and value 
chain analysis, have begun to form the founda- 
tion of a “new managerialism” in American 
management texts (Porter, 1980, 1985; Kaplan, 
1990; Shank & Govindarajan, 1989; Cooper, 
1988; Cooper & Kaplan, 1988). The caution 
Kondo’s book commends has considerable 
. relevance for this emerging tradition. The “new 
managerialism” not only ignores the historical 
conditions of possibility for the emergence of 
new management techniques, but also dis- 
regards the cultural context in which they are 
to be operationalized. 

The term “culture” surfaces in American 
management literature, but where this is so, it 
conveys none of the complexities of the modes 
of formation of selfhoods and identities, none of 
the points of cleavage within the organization, 
none of the tensions, ambiguities, ironic twists, 
or creative appropriations of power by different 
actors in different contexts and at different 
times. Nor do we find meñtion of the social, 
economic, and historical conditions which 
make possible the deployment of particular 
idioms, metaphors, and practices in American 
corporations. Culture becomes another “inter- 
locking subsystem” or an “executional driver” 
(Porter, 1985; Shank, 1989), the target of 
management intervention, a means to imple- 
ment and encourage worker participation, 
and a commitment to quality and continual 
improvement. In short, culture is treated not as 
something that infuses the organization, but as 
something to be managed and set aside so that 
various techniques and calculative practices 
may be brought to the fore. Despite Shank’s 
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(1989) claim to the contrary, the new 
managerialism is firmly tied to the basic as- 
sumptions underlying the old, and thus does not 
constitute a new paradigm. In the “new” 
managerialism, organizations continue to be 
characterized by hierarchies of interlocking 
subsystems, though they may be flatter or matrix 
in form, or linked in a value chain with suppliers 
and customers. Management remains a process 
of strategic planning, coordination, and control. 
Individuals continue to be regarded as homo- 
geneous and “rational economic beings” striving 
to satisfy a “hierarchy of needs” or to “maximize 
their pleasures and minimize their pains”. In 
contrast, Kondo’s ethnography of a Japanese 
workplace may serve as a.template for studies 
of accounting in action and thus act as a means 
to subvert the rationality of this paradigm. Such 
studies might pay attention to the multiplicity 
of meanings that accounting has for members 
of the organization, how accounting systems are 
strategically deployed, how they serve to set 
boundaries for, and thereby create distinctions 
between, individuals and groups, and how such 
systems are appropriated as metaphors that 
bestow legitimacy. 


MULTIPLICITY WITHIN GROUPS 


Not only does Kondo highlight Western over- 
simplification of Japanese corporate culture, she 
also points up other subtleties that management 
researchers typically ignore. Kondo under- 
scores the importance of recognizing the 
differences within a culture or group. The 
importance of this recognition is not limited to 
the study of foreign cultures; it also has critical 
implications for accounting studies in our own 
countries. f 

For example, human information processing 
research in accounting typically considers 
individuals as belonging to a single, homo- 
geneous, unproblematic, or uniform collectivity, 
whose responses may be aggregated and 
statistically analyzed as if they were so many 
lengths of steel. Salient characteristics such as 
race, gender, and age are typically absent from 
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these analyses. Although the research examines 
the individual cognitive responses of “students”, 
“bankers”, “auditors”, and “executives”, to 
various cases or vignettes (e.g. Ashton & 
Kramer, 1980; Ashton, 1984; Libby, 1979), 
mCividuality is lost when they are combined 
into tables, graphs, and charts. The multiplicity 
of meanings that individuals construct are 
obliterated, the mean response of the group 
becomes a reconstruction and representation of 
the individual. Taking this process further, the 
responses of these groups are then compared to 
each other in order to reach even grosser 
generalizations such as whether students think 
like managers (Ashton & Kramer, 1980) or to 
recognize, say, the differences in bankers’ and 
auditors’ interpretations of audit reports (Libby, 
1979). 

Interpretivist and critical accounting research, 
while not relying exclusively on statistical 
manipulation of responses of groups, also 
frequently treats groups as if they were homo- 
geneous. Dirsmith and Covaleski’s examination 
of communication and mentoring in public 
accounting firms (1985) involved the interview- 
ing of many employees of major public account- 
ing firms in order to analyze the role of politics 
and power in organizations. Unfortunately, the 
respondents were not identified as male or 
female, African-American, Asian—American, or 
European—American. It is very likely that the 
experience of informal communications, power, 
and mentoring within these firms varied widely 
along these axes as well as among individuals; 
yet the auditors’ identities were obscured, 
sacrificed in the pursuit of “generalizable” 
findings. Likewise, Armstrong (1985) examined 
the accounting, engineering, and personnel 
specialist professions; he discussed their relative 
ascendancy in management. In this study, 
among-group rather than within-group distinc- 
tions are made; power differentials are examined 
as if each profession were comprised of 
members who wield identical amounts of 
power. 

The emerging literature on gender issues in 
accounting has a parallel problem: like much 
western feminist research, it treats “women” as 
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a homogeneous category, without noticing that 
this is a category defined by the dominant 
culture. In the case of accounting research, 
white women are center stage; the unique 
experiences of women of color are most often 
invisible. For example, Ciancanelli et al 
(1990) examines the progress of “women” in 
accounting occupations in the United Kingdom, 
but does not mention race. It is likely that the 
experiences of women of African, Indian, or 
Pakistani descent differ from those of women of 
European descent (see Commission for Racial 
Equality, 1987). Lehman (1992) examines 
the changing opportunities for “women” in 
accounting; these changes reflect the experi- 
ences of white women, not those of black 
women (see Hammond, 1990). Hooks’ (1992) 
agenda for research into gender issues in 
accounting likewise treats “women” as an 
undifferentiated mass, and does not directly 
address issues that may be particularly relevant 
to working-class women and women of color. 
Despite its intent to benefit the employees of 
public accounting firms, the paper addresses the 
“glass ceiling” (the contention that there is a 
point beyond which no promotion is possible), 
an issue of special concern to white women with 
middle-class backgrounds, but not barriers to 
entrance into the firms, a crucial issue for 
women of color. In addition, Hooks’ discussion 
of family issues ignores single parents and 
accountants whose spouses are blue-collar 
workers, which may be of critical importance 
to African—American women and first-generation 
professionals. Tinker and Neimark’s study 
of General Motors’ annual reports (1987) 
discusses race, class, and gender, but each 
category is treated as if it were separable. The 
generic “woman” is white: 


This report included photographs showing. ..a woman 
in the design staff. ..a woman chemist, a woman.. line 
worker, and a black woman assisting in an ergonomics 
study (p. 85, emphasis added). 


Clearly, every paper cannot cover all aspects 
of the social world. But if accounting research 
is to take serious note of “culture” then a greater 
recognition of plurality and diversity is required 
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than presently exists. Kondo points out that the 
use of collective nouns is not a neutral choice 
used exclusively to facilitate the communication 
of research. Collective identities like “the 
Japanese” (or “accountants”, “women”, etc.) are 
not fixed essences, but strategic assertions 
which can have the effect of suppressing 
differences, tensions, and contradictions (p. 10). 
These linguistic conventions are used to cate- 
gorize human’ beings on the basis of gross 
similarities, rather than recognizing the critical 
differences between them. Less powerful groups 
are often the ones most ignored, and it is 
particularly worrisome if feminist research is 
contributing to the marginalization of women 
through a focus on the concerns of upper- 
middle-class white women. Categorizing is a 
way of deploying power through others; the use 
of labels is a convenient method for one group 
to merge the identities of another into a 
homogeneous “other” (hooks, 1981, p. 138). 
This enhances the perceived differences among 
groups and underscores the distinction between 
self and other (zchi/soto). Thus, “the Japanese” 
are not considered in their diversity as friends, 
day laborers, or athletes; the term “lesbians” 
does not call to mind violinists, college 
professors, police officers, or mothers; “disabled 
people” are not thought of as law students, 
assembly line workers, husbands, or commuters. 
These categories serve to deny the differences 
within groups, rendering non-dominant groups 
less human through the refusal to see their 
members as individuals. 

In Crafting Selves, Kondo emphasizes the 
importance of looking beyond common cate- 
gorizations to recognize these differences. She 
avoids generalizations about such groups as “the 
Japanese” or “confectionery workers”. Instead, 
each “informant” (not “subject”) in her study 
has a name and an identity that continues 
throughout the book. The people with whom 
she interacts are allowed to speak for them- 
selves, and their individuality is preserved 
through her conveying their stories. While she 
in no way attempts to convince the reader that 
she is a neutral observer, she does not try to 
simplify her informants into nonproblematic, 
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seamless members of a homogeneous group. She 
emphasizes the unique nature of her work; she 
repeatedly states that her findings are those of 
a specific anthropologist in a specific business 
establishment in a specific cultural and historical 
context. 


Power 

The concern with the crafting of selves 
in Kondo’s book has implications for the 
understanding of power relations. These operate 
on individuals as much as on collectivities. And 
they operate, too, on the researcher, as Kondo 
notes. She underscores the propensity of the 
dominant group to help shape norms of behavior 
for all members of society. She emphasizes that 
whilst all groups wield some power, as do all 
individuals, it is important to recognize power 
differentials based on race, gender, age, and 
class. She explores in detail the marginalization 
of women within the Sato factory and the 
neighborhood-based class distinctions which 
often gave her friends in the working-class 
district (Shitamachi) a sense of inferiority. 
She also describes her personal experience, 
where, as a woman and a non-Japanese, she 
received strong pressure to conform to others’ 
expectations. 

As a doctoral candidate at a major American 
university accustomed to a certain degree of 
authority and autonomy, the adjustment to life 
in Japan was sometimes disorienting for Kondo, 
where as a young woman she “was not to be 
feared and obeyed, but protected and helped” 
(p. 15). As a Japanese American, she was the 
source of distress for many Japanese, for though 
she looked like one of them, she lacked many 
typically Japanese mannerisms and modes of 
speaking. Her co-workers, the family with whom 
she stayed, and others around her all eagerly 
helped her become “more Japanese”. Kondo 
provides a memorable illustration of these 
efforts. Upon meeting the patriarch of her host 
family, she knelt and bowed, giving him a 
traditional Japanese greeting. He was impressed 
by her show of respect, and said that her 
gtandfather must be very proud of her. Kondo 
notes: 
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What is important. . is the way this statement was used 
to elicit proper Japanese behavior in fiiture encounters. 
And his strategy worked. I was left wD a warm, positive 
feeling toward the Sakamoto family, armed with an 
incentive to behave in a Japanese way, for clearly these 
were the expectations and the desires of the people who 
had taken me in and who were so generously sharing 
their lives with me (p. 13). 


Despite the fact that terminology such as 
“proper Japanese behavior” and “Japanese way” 
in this quote suggests homogeneity, Kondo 
deconstructs this notion elsewhere in her text. 
In fact, she apologizes for her unavoidable use 
of these terms (p. 8). However, she also 
emphasizes the various axes of power along 
which conceptions of gender, class, and family 
position shape what constitutes “the Japanese 
way”; although she acknowledges that each 
situation is unique, she underscores the import- 
ance of power differentials. Her informants 
became more comfortable with her as they 
successfully helped her meet their expectations 
of Japanese behavior, and she observes,“. . that 
I, too, came to participate enthusiastically in this 
recasting of the self is a testimonial to their 
success in acting upon me” (p. 14). However, 
despite her participation in the process, Kondo 
herself began to experience a strong dissonance: 


What occurred. ..was a kind of fragmenting of identity 
into what I then labeled Japanese and American pieces, 
so that the different elements, instead of fitting together 
to form at least the illusion of a seamless and coherent 
whole. . strained against one another. The war was not 
really —- or only — between Japanese and American 
elements, however. Perhaps it had even more to do with 
the position of researcher versus one of daughter and 


guest (p. 14). 


She did conform, however, because the 
alternative was even less desirable: 


In the face of dissonance and distress, I found that the 
desire for comprehensible order in the form of “fitting 
in” even if it meant suppression of and violence against 
a self I had known in another context, was preferable 
to meaninglessness (p. 12). 


Here, again, Kondo emphasizes multiplicity: 
even with a “single self” there is diversity, 
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transformation, and dissonance. This recogni- 
tion that marginalized people conform to the 
expectations of the dominant culture is an 
important consideration in organizational 
studies of accounting. Studies of the accounting 
industry, by categorizing persons instead of 
remaining alert to their myriad differences, 
ignore this fragmentation of identity that occurs 
within many accountants, most evidently 
women and people of color. Public accounting 
has been recognized as an unusually homo- 
geneous occupation, both in terms of composi- 
tion and culture (e.g. Commission for Racial 
Equality, 1987; Hammond, 1990; Mitchell, 
1969, 1976; Mitchell & Flintall, 1990; Montagna, 
1974). This homogeneity provides pressure for 
conformity with acceptable behavioral norms. 
The “fragmenting of identity” that Kondo 
experienced has parallels in the experience of 
African Americans (Blackwell, 1987; Williams, 
1991); women (Kanter, 1977; Williams, 1991); 
persons from working-class backgrounds (Sennet 
& Cobb, 1972); and others who do not fit 
the dominant model. Instead of the continual 
focus on generalizability which obscures the 
conditions of marginalized groups, accounting 
researchers might explore the experiences of 
individuals and the effect of power in their lives. 
Although the issue of power appears in various 
guises in the accounting literature (see Robson 
& Cooper, 1989), it is not articulated in the 
same personalized, detailed, and situated way 
that we find it in Kondo’s work and such axes 
of power as race, gender, and class are rarely 
examined. 


Resistance 

Kondo emphasizes that these power differ- 
entials and the need for suppression of one’s 
self are not immutable. Instead, she explores 
instances of resistance to power. Because 
she emphasizes multiplicities and nongeneraliz- 
ability, and argues that there is no “utopian 
space of resistance”, she worries that her readers 
will conclude that people are helpless to change 
their circumstances, “that agency and indeed, 
normalcy, will be abandoned, as selves are 
tossed around on the currents of history and 
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politics” (p. 42). Instead, Kondo argues that 
neither extreme is accurate; people’s lives are 
not deterministically set forth for them, nor are 
they in complete control of their destinies: 


Individual identities. . are performed, but the possible 
forms and elements and tropes of those performances 
are always created within the terms of this larger 
narrative field (p. 264). 


Resistance to power constraints take 
many different forms. While working in the 
confectionery factory, Kondo noted the various 
ways in which the workers resisted the power 
of their employer, Mr Sato. The notion of uchi 
no kaisha (company as family) provided a rich 
field of contested terrain. Mr Sat6 was self- 
congratulatory in his generosity — taking them 
for outings, company picnics, and providing 
bonuses — but the workers typically regarded 
these efforts as their due as members of the uchi 
no kaisha. The workers were simultaneously 
upset with their treatment and proud of their 
work; they complained that they were under- 
paid and that their hours were too long, but they 
also took pride in being a part of a confectionery 
firm with a reputation for excellence. Their 
behaviors and attitudes reflected multiple 
effects which are not captured in traditional 
research; Kondo believes that these attitudes do 
not reflect either submissive identification with 
the corporation or mere false consciousness 
(p. 219). Kondo undermines the notion that 
people have no autonomy, and welcomes the 


.. burgeoning literature which focuses on the agency of 
human actors, and increasingly, on the small, everyday 
acts of resistance to hegemonic ideologies. Practices 
heretofore unnoticed or dismissed by grand theory 
as mere accommodation, false consciousness, or 
reformism, assume a new political weight. ...[O]pen[ing] 
new exciting areas of inquiry and lead[ing] us to consider 
“unlikely” places to look for resistance and protest 
(p. 219). 


Other examples of research which explores these 
less obvious forms of resistance include examina- 
tions of American slavery (Akbar, 1984; Giddings, 
1984; Williams, 1991), Malaysian peasants (Scott, 
1985), and sexuality (Butler, 1990). 
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Concomitant with her recommendation to 
examine resistance in all arenas, Kondo 
warns against drawing sharp distinctions 
between cooperation and resistance (p. 224). 
She believes that the impacts of actions are 
mixed: they may undermine power; they may 
reinforce it. Kondo introduces this sensitive 
issue in examining resistance: the oppressed 
inevitably play a role in their own oppression, 
even when resisting that oppression (see also 
Fanon, 1967). To illustrate, Kondo examines the 
resistance that the female part-time workers in 
the factory mount against their marginalization. 
Women were expected to play key roles in the 
factory, often as eroticized objects or admirers 
of the “central masculine story of artisanal 
prowess” (p. 46). By playing these roles, women 
not only reinforced their marginality, they also 
underscored their centrality to the factory: how 
could the male artisans epitomize masculinity 
without the juxtaposition of the female workers? 
The women also frequently reminded the others 
of their central place in their uchi, thus 
undermining the centrality of the factory by 
emphasizing the importance of the home in 
Japanese society and their dominant role in the 
home. This challenge to the importance of the 
factory had mixed effects: while it asserted the 
women’s importance in one arena (uchi), it 
inevitably undermined their importance to the 
firm through reminders of their positions of 
marginality as women. This complicated set of 
effects is not unique to Japanese women; all 
efforts for resistance may have multiple and 
ambiguous results. 

In accounting, resistance also takes many 
forms, several of which are not formally 
recognized as resistance. On an individual 
level, resistance may take the form of non- 
conformance with the dominant culture, such 
as critiquing accounting technology or engaging 
in critical accounting research. Various docu- 
mented forms of resistance have appeared in 
accounting research. For example, Hopwood 
(1974) shows how managers falsify basic 
accounting records to gain more generous 
budgets, and how independent information 
systems are constructed by individuals in 
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budget-constrained departments. Such activities 
suggest the occurrence of the same kind 
of individual forms of resistance to formal 
authority, in this case the formal budgeting 
process, that Kondo writes about. 

Some recent studies on accounting change 
also examine forms of resistance. For example, 
Preston et al. (1992) shows that subtle forms 
of individual resistance to the introduction of 
management budgets in a region and district of 
the British National Health Service initially led 
to the collapse of the initiative. However, the 
initiative was reborn under the new rubric of 
“resources management”. Thus, resistance to 
accounting change may have multiple and 
unintended effects — there is no “utopian space 
of resistance” (Kondo, 1990, p. 42). Other 
studies, including Humphrey (1990), also reveal 
patterns of resistance to accounting change. 
Kondo’s depiction of resistance may help us to 
crystallize these themes into specific analyses of 
resistance. 


METHODOLOGICAL IMPLICATIONS 


Crafting Selves also has broad methodological 
implications for accounting research. Along 
with other postmodernists (e.g. Flax, 1990; 
Haraway, 1989; Lutz, 1988), Kondo emphasizes 
the importance of attenuating the distinctions 
Western researchers typically make between 
the observer and the observed, the self and 
society, theory and experience, and the personal 
and the political. Like an increasing number of 
feminist and other researchers (e.g. Flax, 1990, 
hooks, 1981, 1984, 1990; Moraga & Anzaldia, 
1981; Williams, 1991), Kondo does not try to 
convince us of her neutrality: she clearly states 
her personal interest in the results and the 
impact of her research (p. 300 ff). Instead 
of emphasizing her own accomplishments in 
“advancing the literature” (an ostensible moti- 
vation for research common in accounting and 
other academic literature), she reveals that she 
is interested in undermining prevailing stereo- 
types of the Japanese in the United States, 
stereotypes that have a negative impact on her 
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life and the lives of other Asian Americans. She 
also problematizes the notion of the unbiased 
researcher, to remind the reader that Crafting 
Selves is ber interpretation of events, she utilizes 
the first person and her work is full of “self- 
consciously reflexive passages” (p. 8). The 
specificity of her study does not render it 
useless: to the contrary, it provides a model for 
others who seek to understand the complexities 
inherent in the social world. 

Although Kondo entered her field work with 
certain research questions in mind, she changed 
her focus as she became immersed in her work. 
This immersion is a critical part of her 
work; rather than distancing herself from her 
informants, she took part in their lives. Instead 
of underscoring a clear distinction between the 
observer and the observed, Kondo celebrated 
the interdependence she experienced with her 
informants: 


... would argue that enthusiastic participation in my 
friends’ lives was essential before I could step back to 
discern the meaningful order in everyday life and thereby 
understand its significance, ...Through participation, 
one had to open oneself to others and remain willing to 
change one’s perceptions through this intimate contact. 
Only then could difference be truly realized (p. 24). 


Thus, the methodology for Crafting Selves 
emerged as Kondo became involved in her 
fieldwork. This led her to problematize the 
distinctions made between the personal and the 
political, theory and experience, and the self 
and other. Undermining these distinctions is 
important, because it opens opportunities for 
marginalized voices to participate in the dis- 
course, particularly women and people of color 
(see Giddings, 1984; hooks, 1981, 1984, 1990; 
Lutz, 1988; Williams, 1991). The specificity of 
these works and their personal importance to 
their authors in no way undermines their 
legitimacy; the pretense of the objective 
observer, the distinction between theory and 
experience, may unnecessarily favor academic 
discourse which follows more “acceptable” 
methodologies and ideologies. 

Kondo’s insights into culture, power, and 
resistance resulted from her innovative 


806 


methodology. Kondo provides us with a rich 
and highly personal account of the practice of 
ethnography. A Japanese American, Kondo’s 
racial ambiguity serves both to distinguish her 
work from other ethnographies, and also to 
highlight a number of characteristics of ethno- 
graphic research which are often lost, or 
possibly disguised, when the ethnographer 
adopts, in an exaggerated manner, the position 
of outsider, stranger or alien. Kondo beautifully 
demonstrates the mutually constitutive nature 
of the relationship between researcher and 
researched. She illustrates how “the shape of 
experience, the questions [she] asked and the 
responses [she] received, even the writing of 
the ethnographic text, occupy a space within a 
particular history of a particular ethnographer 
and her informants as [they] sought to under- 
stand each other within the shifting fields of 
power and meaning” (p. 8). 

Kondo’s methodology is instructive for 
accounting researchers. While it may be a sign 
that the field is moving into wider acceptance 
of qualitative research, the emerging interest in 
case studies is not sufficient to meet Kondo’s 
challenge. A careful distinction is necessary 
between sanitized cases with their emphasis 
upon calculative techniques and systems, and 
the type of ethnographic work conducted by 
Kondo. The term “case study” does not merely 
represent a less academic and therefore a more 
acceptable title to the accounting community 
(academic and practitioner) than ethnography; 
it represents a very different set of ontological, 
epistemological and methodological positions. 
Indeed, Hopper (1989) has characterized them 
as mere preludes to larger scale “scientific 
studies”. What is needed in accounting research 
is stronger emphasis on the inextricable nature 
of theory and experience; personal and political; 
subject and object. Kondo’s immersion in her 
work and her celebration of the uniqueness of 
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her study should serve as an inspiration for a 
more complex approach to understanding the 
accounting field. Although there have been calls 
for this kind of research in accounting (see Smith 
et al, 1988), such studies have not been 
forthcoming. 


CONCLUSION 


It is a monumental task to examine the 
myriad implications of Crafting Selves for the 
accounting literature. As Kondo herself notes, 
it is difficult to express the varied implications 
and the multiple layers of this book within the 
constraints of the linear written medium (p. 42). 
The book is replete with interesting theoretical, 
methodological, cultural, and personal insights. 
Kondo underscores the importance of enacting 
the theoretical strides feminist, poststructuralist, 
and postmodern research has taken. Ethnographic 
research, in which the researcher immerses her- 
or himself in the work and explores the 
multiplicities within individuals and within 
groups, should be stressed. In addition, the 
avoidance of ethnocentricity, the recognition 
that cause and effect are not simplistically 
traceable, and the examination of the workings 
of power are of critical import in our accounting 
work. Despite the impossibility of avoiding the 
traps which we, inspired by her, warn against, 
it is important to continually examine our 
methodology and question our approaches to 
facilitate recognition of the multiple effects of 
power imbalances and the ambiguities inherent 
in our world. The principal value of Kondo’s 
uniquely rich and powerful book is not in its 
critique of extant literature, but in the guidance 
it provides in incorporating her theoretical 
and methodological advances in accounting 
research. 


BIBLIOGRAPHY 


Abegglin, J. C. & Stalk, G., Jr, Kaisha, The Japanese Corporation (New York: Basic Books, 1985). 
Akbar, A., Chains and Images of Psychoiogical Slavery (Jersey City, NJ: New Mind Productions, 1984). 


CULTURE, GENDER AND CORPORATE CONTROL 


Armstrong, P., Changing Management Control Strategies: the Role of Competition Between Accountancy 
and Other Organisational Professions, Accounting, Organizations and Society (1985) pp. 129-148. 

Ashton, R. H., Integrating Research and Teaching in Auditing: Fifteen Cases on Judgment and Decision 
Making, Accounting Review (January 1984) pp. 78-97. ` 

Ashton, R. H. & Kramer, S. S., Students as Surrogates in Behavioral Accounting Research: Some Evidence, 
Journal of Accounting Research (Spring 1980) pp. 1—15. 

Bachnik, J. M., Recruitment Strategies for Household Succession: Rethinking Japanese Household 
Organization, Man (March 1983) pp. 160—182. 

Blackwell, J. E., Mainstreaming Outsiders: the Production of Black Professionals (Dix Hills, NY: General 
Hall, 1987). 

Butler, J., Gender Trouble: Feminism and the Subversion of Identity (New York: Routledge, 1990). 

Ciancanelli, P., Galihofer, S., Humphrey, C. & Kirkham, L., Gender and Accountancy: Some Evidence from 
the UK, Critical Perspectives on Accounting (June 1990) pp. 117—144. 

Commission for Racial Equality, Chartered Accountancy Training Contracts: Report of a Formal 
Investigation into Ethnic Minority Recruitment (London: Commission for Racial Equality, 1987). 
Cooper, R., The Rise of Activity-Based Costing — Part One: What is an Activity-Based Cost System? 

Journal of Cost Management (Summer 1988) pp. 45—54. 

Cooper, R. & Kaplan, R. S., Measure Costs Right: Make the Right Decisions, Harvard Business Review 
(September—October 1988) pp. 96-103. 

Dirsmith, M. W. & Covaleski, M. A., Informal Communications, Nonformal Communications and Mentoring 
in Public Accounting Firms, Accounting, Organizations and Society (1985) pp. 149-169. 

Drucker, P., Japan’s Choices, Foreign Affairs (Summer 1987) pp. 923-941. 

Fanon, F., The Wretched of the Earth (New York: Grove Press, 1967). 

Ferrara, W. L., The New Cost/Management Accounting: More Questions Than Answers, Management 
Accounting (October 1990) pp. 48-52. 

Flax, J., Thinking Fragments: Psychoanalysis, Feminism, and Postmodernism in the Contemporary West 
(Berkeley: University of California Press, 1990). 

Gibney, F., Miracle by Design: the Real Reasons Behind Japan’s Economic Success (New York: Times 
Books, 1982). 

Giddings, P., When and Where I Enter: the Impact of Black Women on Race and Sex in America (New 
York; Bantam Books, 1984). 

Hammond, T. A., The Minority Recruitment of Major Public Accounting Firms in New York: a Sociological 
Analysis, Doctoral dissertation, University of Wisconsin (1990). 

Haraway, D., Primate Visions: Gender, Race, and Nature in the World of Modern Science (New York: 
Routledge, 1989). 

Hiromoto, T., Another Hidden Edge — Japanese Management Accounting, Harvard Business Review 
Quly/August 1988) pp. 22-26. 

hooks, b., Ain’t I a Woman: Black Women and Feminism (Boston: South End Press, 1981). 

hooks, b., Feminist Theory: From Margin to Center (Boston: South End Press, 1984). 

hooks, b., Yearning: Race, Gender, and Cultural Politics (Boston: South End Press, 1990). 

Hooks, K, Gender Effects and Labor Supply in Public Accounting: an Agenda of Research Issues, 

` Accounting, Organizations and Society (1992) pp. 343—366. 

Hopper, T., Stop! Major Assumptions Ahead! Management Accounting Research and New Technology, 
European Accounting News (January 1989) pp. 88-97. 

Hopwood, A., Accounting and Human Bebavior (Haymarket Publishing, 1974). 

Humphrey, C., Accounting Theory in Practice: Reflections on Attempts to Develop a Financial Management 
Information System (FMIS) For the Probation Service in England and Wales, Unpublished manuscript, 
University of Manchester (1990). 

Johnson, C., Japanese-Style Management in America, California Management Review (Summer 1988) 
pp. 34-45. 

Kanter, R. M., Men and Women of the Corporation (New York: Basic Books, 1977). 

Kaplan, R. S., Measuring Manufacturing Performance: a New Challenge for Managerial Accounting Research, 
Accounting Review (October 1983) pp. 686-705. 

Kaplan, R. S., Measures for Manufacturing Excellence (Boston, MA: Harvard Business School Press, 
1990). 

Keys, D., Five Critical Barriers to Successful Implementation of JIT and Total Quality Control, Industrial 
Engineering (January 1991) pp. 22—24. 


807 


T. HAMMOND and A. PRESTON 


Kondo, D. K., Crafting Selves: Power, Gender, and Discourses of Identity in a Japanese Workplace 
(Chicago: University of Chicago Press, 1990). 

Kume, H., Quality Management: Japan and the. West, Quality (May 1990) pp. 16-20. 

Lehman, C. R., “Herstory” in Accounting: the First Eighty Years, Accounting, Organizations and Society 
(1992) pp. 261—285. 

Libby, R., Bankers’ and Auditors’ Perceptions of the Message Communicated by the Audit Report, Journal 
of Accounting Research (Spring 1979) pp. 99-122. 

Lutz, C., Unnatural Emotions: Everyday Sentiments on a Micronesian Atoll & Their Challenge to Western 
Theory (Chicago: University of Chicago, 1988). 

Macintosh, N. B., The Social Software of Accounting and Information Systems (Chichester: Wiley, 1985). 

Merchant, K. A., The Design of the Corporate Budgeting System: Influences on Managerial Behavior and 
Performance, Accounting Review (October 1981) pp. 813-829. 

Mitchell, B., The Black Minority in the CPA Profession, Journal of Accountancy (October 1969) pp. 41—48. 

Mitchell, B., The Status of the Black CPA — an Update, Journal of Accountancy (May 1976) pp. 52—58. 

Mitchell, B. & Flintall, V., The Status of the Black CPA: Twenty Year Update, Journal of Accountancy 
(August 1990) pp. 59-69. 

Monden, Y. & Sakurai, M., Japanese Management Accounting: a World Class Approach to Profit 
Management (Cambridge, MA: Productivity Press, 1989). 

Montagna, P., Certified Public Accounting: a Sociological View of a Profession in Change (Houston: 
Scholars Book Co., 1974). 

Moraga, C. & Anzaldia, G., This Bridge Called My Back: Writings by Radical Women of Color (Watertown, 
MA: Persephone Press, 1981). 

Oliver, N. & Davies, A., Adopting Japanese-Style Manufacturing Methods: a Tale of Two (UK) Factories, 
Journal of Management Studies (UK) (September 1990) pp. 555-570. 

Ouchi, W., Theory Z: How American Business Can Meet the Japanese Challenge (New York: Avon, 1981). 

Pascale, R. & Athos, A., The Art of Japanese Management (New York: Warner Books, 1981). 

Porter, M., Competitive Advantage (New York: Free Press, 1980). 

Porter, M., Competitive Strategies (New York: Free Press, 1985). 

Preston, A. M., Cooper, D. J. & Coombs, R., Fabricating Budgets: a Study of the Production of Management 
Budgeting in the National Health Service, Accounting, Organizations and Society (1992) pp. 561—593. 

Robson, K. & Cooper, D. J., Power and Management Control in Chua, W. F., Lowe, F. A. & Puxty, H. G. 
(eds), Critical Perspectives in Management Control, pp. 79-114 (London: MacMillan, 1989). 

Scott, J. C., Weapons of the Weak: Everyday Forms of Peasant Resistance (New Haven: Yale University 
Press, 1985). 

Sennett, R. & Cobb, J., The Hidden Injuries of Class (New York: Knopf, 1972). 

Shank, J. K., Strategic Cost Management: New Wine or Just New Bottles? Journal of Management 
Accounting Research (Fall 1989) pp. 47-65. 

Shank, J. K. & Govindarajan, V., Strategic Cost Analysis: the Evolution from Managerial Strategic Cost 
Accounting (Homewood, IL: Richard D. Irwin, 1991). 

Sheldon, R. & Kleiner, B., What Japanese Management Techniques Can (Or Should) Be Applied by 
American Managers? Industrial Management (May/June, 1990) pp. 17-19. 

Smith, C., Whipp, R. & Wilmott, H., Case Study Research in Accounting: Methodological Breakthrough 
or Ideological Weapon? Advances in Public Interest Accounting (1988) pp. 95—120. 

Spelman, E., ‘nessential Woman: Problems of Exclusion in Feminist Thought (Boston: Beacon Press, 
1988). 

Stasey, R. & McNair, C., Crossroads: a JIT Success Story (New York: Dow Jones Irwin, 1990). 

Tinker, T. & Neimark, M., The Role of Annual Reports in Gender and Class Contradictions at General 
Motors: 1917—1976, Accounting, Organizations and Society (1987) pp. 71-88. 

Vogel, E., Japan as Number One (Cambridge: Harvard University Press, 1979). 

Williams, P. J., The Alchemy of Race and Rights: Diary of a Law Professor (Cambridge: Harvard University 
Press, 1991). 

Yoshino, M. Y., Japan’s Managerial System: Tradition and Innovation (Cambridge: MIT Press, 1968). 


Accounting, 
Organizations 
and Society 


An International Journal devoted 
to the Behavioural, Organizational 
& Social Aspects of Accounting 


Editor-in-Chief: Anthony G. Hopwood 


: VOLUME 17 1992 


PERGAMON PRESS 
Oxford + New York + Seoul + Tokyo 





EDITOR-IN-CHIEF 


Anthony G. Hopwood: London School of Economics and Political Science, Houghton Street 


Jacob G. Birnberg 


Graduate School of Business 
University of Pittsburgh 


Pittsburgh 


Chris Argyris 


Graduate School of Business Administration 


Harvard University 


Edward C. Arrington 
College of Business 
Louisiana State University 


Stan Baiman 
The Wharton School 
University of Pennsylvania 


Richard J. Boland 
Weatherhead School of Management 
Case Western Reserve University 


Sarah Bonner 
School of Accounting 
University of Southern California 


Peter Brownell 
Department of Accounting and Finance 
University of Melbourne 


David Cooper 
Faculty of Business 
University of Alberta 


Jeremy Dent 

Department of Accounting and Finance 
London School of Economics and 
Political Science 


Mark Dirsmith 
College of Business Administration 
Pennsylvania State University 


Eric G. Flamholtz 

Graduate School of Management 
University of California 

Los Angeles 


L. Richard Hoffman 
Graduate School of Management 
Rutgers University 


Geert H, Hofstede 
University of Limburg 
Maastricht 


London WC2A 2AE 


ASSOCIATE EDITORS 


Peter Miller 

Department of Accounting 
and Finance 

London School of Economics 


EDITORIAL BOARD 


Robin Hogarth 
Graduate School of Business 
University of Chicago 


Trevor Hopper 
Department of Accounting and Finance 
University of Manchester 


Keith Hoskin 
Warwick Business School 
University of Warwick 


Robert E. Jensen 
Department of Business Administration 
Trinity University 


Sten Jönsson 
Department of Business Administration 
Gothenburg University 


Edward E. Lawler Hi 
School of Business Administration 
University of Southern California 


Robert Libby 

Johnson Graduate School of 
Management 

Cornell University 


Anne Loft 
Copenhagen Business Schoo] 


James G. March 
Graduate School of Business 
Stanford University 


Kenneth A. Merchant 
School of Accountancy 
University of Southern California 


John W. Meyer 
Department of Sociology 
Stanford University 


Theodore J. Mock 
School of Accounting 
University of Southern California 





Michael Shields 
School of Accountancy 
San Diego 

State University 


Ted O’Leary ` 
Department of Accounting and Finance 
University College, Cork 


David T. Otley 
Department of Accounting and Finance 
University of Lancaster 


Michael K. Power 

Department of Accounting and Finance 
London School of Economics and 
Political Science 


Alistair Preston 
School of Management 
Boston University 


Alan J. Richardson 
School of Business 
Queen’`s University 
Kingston, Canada 


Hein Schreuder 
University of Limburg 
Maastricht 


Robert J. Swieringa 
Financial Accounting Standards 
Board 


Sadao Takatera 
Faculty of Economics 
Kyoto University 


John H. Waterhouse 
School of Accountancy 
University of Waterloo, Canada 


Karl E. Weick 
School of Business Administration 
University of Michigan 


Aaron Wildavsky 
Survey Research Center 
University of California, Berkeley 


Mayer Zald 
Department of Sociology 
University of Michigan 





Publishing, Subscription and Advertising Offices: Pergamon Press Ltd, Headington Hill Hall, Oxford OX3 0BW 


Tel. (0865) 794141; Fax. (0865) 60285 


Subscription Rates 


Annual Institutional Subscription Rate (1993): £400 (US$760). Sterling prices are definitive. US dollar prices are. quoted for convenience only, 
and are subject to exchange rate fluctuation. Prices include postage and insurance, and are subject to change without notice. 
Back Issues: Back issues of previously published volumes, both in hard copy and on microform, are available from Pergamon Press Offices. 


Published 8 issues/annum in January, February, April, May, July, August, October and November 


Second Class Postage paid at RAHWAY NJ. Postmaster send address corrections to Accounting, Organizations and Society, clo Pergamon Press 
Inc., 660 White Plains Road, Tarrytown, NY 10591-5153, U.S.A. 


Copyright © 1992 Pergamon Press Ltd 





G. L. HARRISON 
B. J. JAWORSKI and S. M. YOUNG 
M. K. POWER 


A. M. PRESTON 


Call for Papers 


F. DEN HERTOG and C. WIELINGA 


T. J. FOGARTY 
C. S. JONES 
B. K. W. PEI, S. A. REED 


and B. S. KOCH 


J. L. REIMERS and S. A. BUTLER 


VOLUME CONTENTS 


Number 1 


17 


The cross-cultural generalizability of the relation between 
participation, budget emphasis and job related attitudes 


Dysfunctional behavior and management control: an 
empirical study of marketing managers 
37 From common sense to expertise: reflections on the prehistory 
of audit sampling 
63 The birth of clinical accounting: a study of the emergence and 
transformations of discourses on costs and practices of 
accounting in U.S. hospitals 
101 
Number 2 
103 Control systems in dissonance: the computer as an ink blot 
129 Organizational socialization in accounting firms: a theoretical 
framework and agenda for future research 
151 The attitudes of owner-managers towards accounting control 
systems following management buyout 
169 Auditor belief revisions in a performance auditing setting: an 
application of the belief-adjustment model 
185 The effect of outcome knowledge on auditors’ judgmental 


evaluations 


iii 


A. S. DUNK 195 Reliance on budgetary control, manufacturing process auto- 
mation and production subunit performance: a research note 


0. JOHNSON 205 Business judgment v. audit judgment: why the legal distinc- 
tion? 
D. NEU 223 The social construction of positive choices 


L. A. PONEMON 239 Ethical reasoning and selection-socialization in accounting 


Feminist Perspectives on 
Accounting Research 


C. R. LEHMAN 261 . “Herstory” in accounting: the first eighty years 

L. M. KIRKHAM 287 Integrating herstory and history in accountancy 

P. THANE - 299 The history of the gender division of labour in Britain: 

` reflections on “‘Herstory’ in accounting: the first eighty years” 

R. D. HINES 313 Accounting: filling the negative space 

K. L. HOOKS 343 Gender effects and labor supply in public accounting: an 
agenda of research issues 

A. LOFT 367 Accountancy and the gendered division of labour: a review 
essay 

J. ROBERTS and J. A. COUTTS 379 Feminization and professionalization: a review of an emerging 
literature on the development of accounting in the United 
Kingdom 

Announcements 397 

Number 5 
ACCOUNTING AND THE ENVIRONMENT 

R. GRAY 399 Accounting and environmentalism: an exploration of the 
challenge of gently accounting for accountability, trans- 
parency and sustainability 

A. HUIZING and H. C. DEKKER 427 The environmental issue on the Dutch political market 

A. HUIZING and H. C. DEKKER 449 Helping to pull our planet out of the red: an environmental 
report of BSO/Origin 

M. W. JACKSON 459 Goethe’s economy of nature and the nature of his economy 

D. M. PATTEN 471 Intra-industry environmental disclosures in response to the 
Alaskan oil spill: a note on legitimacy theory 

M. POWER 477 After calculation? Reflections on Critique of Economic 
Reason by André Gorz 

D. B. RUBENSTEIN 501 Bridging the gap between green accounting and black ink 


Call for Papers 509 


iv 


AUTHOR INDEX 


Arrington, C. E. 511 


Beaulieu, P. 667 
Butler, S. A. 185 


Carpenter, B. W. 709 
Carpenter, V. L. 613 
Collins, K. M. 535 
Coombs, R. W. 561 
Cooper, D. J. 561 
Coutts, J. A. 379 


Dekker, H. C. 427, 449 
Dirsmith, M. W. 709 
Dunk, A. S. 195 


Feroz, E. H. 613 
Fogarty, T. J. 129 


Gordon, L. A. 741 
Gray, R. 399 


-Hammond, T. 795 
Harrison, G. L. 1 
Hertog, F. den 103 
Hines, R. D. 313 
Holt, D. L. 549 
Hooks, K. L. 343 
Huizing, A. 427, 449 


Jackson, M. W. 459 
Jaworski, B. J. 17 
Johnson, O. 205 
Jones, C. S. 151 


Killough, L.N. 535 
Kirkham, L. M. 287 
Koch, B. S. 169 


Lehman, C. R. 261 
Loft, A. 367 


Morrow, P. C, 549 
Neu, D. 223, 645 


Patten, D. M. 471 

Pei, B. K. W. 169 
Picciotto, S. ` 759 
Ponemon, L. A. 239 
Power, M. 37, 477 
Pratt, J. 667 

Preston, A. 63, 561, 795 


Reed, S. A. 169 
Reimers, J. L. 185 
Roberts, J. 379 
Roberts, R. W. 595 
Robson, K. 685 
Rubenstein, D. B. 501 


Schweiker, W. 511 
Smith, K. J. 741 


Thane, P. 299 


Wielinga, C. 103 
Wright, M. 645 


Young, S. M. 17 


ipi 


N, 


oe" 














